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FOREWORD 


Unless the title of this symposium is read in the context afforded by the title of the 
periodical, there is a risk that its purpose will be misapprehended. The problem of 
investing the billions of dollars which constitute the trust funds of the nation is 
normally conceived in economic terms, but it is not to the economic questions of 
investment policy that this symposium is primarily directed. Instead, it takes as its 
point of departure the fact that the trustee, as an investor, occupies a distinct status, 
one which both restricts the scope of his investment activities and subjects him to special 
and serious responsibilities. These restrictions and responsibilities are the product of 
law, interacting with economic and social factors, over a period centuries long. Today 
the institution of the trust has reached a stage in its development which, when viewed 
in the perspective of its history, may aptly be termed critical. Economic and social 
trends that have been gathering momentum for a generation have been operative 
within the institution itself and are reflected in the vast increase in the volume of trust 
funds and in the shift in the status of the trust from a device utilized almost ex- 
clusively by the wealthy to one of the commonest forms for conserving accumulated 
savings. Developments such as these tend to magnify the incidence upon the institu- 
tion of those forces extrinsic to it which are making for instability in the national 
economy and hence for instability in the investment market. That these trends are 
generating pressures which in turn will produce significant modifications in the special 
status of the trustee as investor seems evident, and it is the purpose of this symposium 
to explore the principal areas wherein processes of change are already becoming 
manifest. 

This symposium has been organized on the assumption that it is not to the courts 
that one must turn for assistance in this period of institutional change. The need is 
for devices designed and adequate to prevent maladjustments. As emphasis swings, 
in the treatment of any major legal problem, from adjudicating the claims of conflict- 
ing interests to preventing those claims from arising, the judicial process becomes 
increasingly ill-adapted to the task. Adjudication requires principles and standards 
of broad applicability, buttressed by a few specific rules. These the courts can supply 
and administer. Prevention dictates adjustments in the underlying situation and the 
prescribing of rules differentiated, detailed, and often arbitrary in the sense that, say, 
the fixing of any given maximum for investment in a common trust fund must be 
arbitrary. It is to legislation, broadly conceived, that one must look for the effecting 
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of such adjustments and the formulation of such rules, the administration of which 
will not infrequently entail the creation of agencies specially adapted to the task. 

Accordingly, in this symposium, no effort has been made to traverse the familiar 
ground of court decision but instead emphasis has been given to what may be termed 
a legislative approach. That approach, it should be added, is not the monopoly of 
legislatures and of administrative bodies vested with rule-making powers. A will, a 
trust indenture, a common trust fund plan, each represents, for the parties, a redis- 
tribution of rights and duties which, analytically, is legislative in all but its immediate 
source. The institution of the trust may be shaped in its future development through 
such instruments as well as by statutes and decrees. 

Preliminary to the studies of the varying facets of the legislative problem is an 
article, Trust Investments: Their Extent and Some Related Economic Problems, by 
Professor N. Gilbert Riddle of The Ohio State University, author of “The Investment 
Policy of Trust Institutions,” which affords ample evidence, if evidence is needed, of 
the significance of the subject of this symposium. The author marshals such data 
with respect to trust investments as official reports and individual studies, including 
his own, have made available and describes the investment trends, policies and 
problems which are disclosed. 

Yet statistical studies, however refined, of the portfolios of the nation’s trust in- 
stitutions, will reveal only the effects of current dislocations, not their causes. And 
while thorough analysis of these causes could stop nowhere short of a comprehensive 
inquiry into the malfunctioning of the world’s economy, still, from the trustee’s 
standpoint, a single complaint serves to epitomize their character: instability of 
values. This instability is not that normal degree of uncertainty which explains why 
we need trustees rather than mere custodians, but an instability which has led some 
to question whether the trustee’s undertaking to conserve wealth can long remain 
feasible at all. Mr. Louis S. Headley, Vice-President of the First Trust Company of 
St. Paul, has addressed himself to a consideration of this development in an essay 
entitled A Trustee in a World of Changing Values, in which he examines the concept 
of value and the réle of money in relation to it, coming thence to the problems posed 
for the trustee by the menace of inflation. 

The incidence of value instability is harshest on the smaller trusts where earned 
income barely suffices to meet the beneficiaries’ needs in times of normal yields, yet 
here “legislative” ingenuity applied to the trust instrument may provide an effective 
solution. Devices to this end, which are beginning to come to the fore, are discussed 
by Mr. H. G. Carpenter, Vice-President of E. W. Axe & Co., New York investment 
counsel, in The “Fixed-Income,” “Annuity,” and “Modernized” Types of Trust, all 
of which depart from the traditional trust concept of impartiality between life tenant 
and remainderman by provisions assuring adequate income for the life tenant whether 
this income represents earned income or invasion of principal. 

_ Even though such departures are not to be ventured, the drafting of the normal 
trust instrument presents pitfalls aplenty for the unwary. Drawing on his wide 
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studies of trust instruments and a judgment “informed by experience,” Mr. Gilbert T. 
Stephenson, Director of the Trust Research Department of the Graduate School of 
Banking, presents as the third article of the symposium a consideration of Trust 
Investment Provisions Which Have Worked Weil, which illustrate the extent to 
which, within the framework of existing law, the draftsman’s art has facilitated trust 
investment management. 

Traditionally, it has been through the specification of securities legal for invest- 
ment that the legislatures have endeavored to supplement the judicial supervision of 
trust investments. The lists in force in the twenties have been subjected to severe 
strain in the past nine years, and their reconsideration at this time seems imperative. 
This has been undertaken in an article, The Modernization of Legal Lists, by Mr. 
William R. White, New York State Superintendent of Banks and his assistant, Mr. 
Irving A. J. Lawres. They are candid in their criticism of existing lists and skeptical 
of the feasibility of devising any list sufficient to withstand economic fluctuations over 
a period of years. As a means of imparting flexibility to the lists, they find the plan of 
vesting in an official board power to establish or revise the legal list, deserving of 
further consideration. As a background for any proposals for change in the structure 
of legal lists, it is important to know how these lists have fared at the hands of legis- 
latures during the depression period. Mr. Gustav B. Margraf, honor student in the 
Duke School of Law, has endeavored, in an article on Laws Relating to the Invest- 
ment of Trust Funds, 1930-1937, to canvass all the pertinent legislation enacted since 
the onset of the depression and to indicate the changes in digest form. 

Excluded from this article is one branch of trust investment legislation that is 
largely a product of recent years: the laws authorizing the establishment of common 
trust funds. The importance of the common fund as a means of meeting the prob- 
lems incident to the popularization of the trust is potentially tremendous. The eight 
states which through 1937 had enacted laws authorizing these funds have provided 
material for the article following, Common Trust Fund Legislation, an analysis of 
the provisions of these statutes prepared by Robert W. Bogue, also an honor student 
at the Duke Law School. 

In the future, however, it seems certain that the character of the common funds 
will, basically, be determined by the form taken by the Federal Reserve Board regula- 
tions, compliance with which is necessary to afford the funds immunity from taxation 
as corporations. These regulations are discussed in the succeeding article, Federal 
Reserve Board Regulations of Common Trust Funds, by C. Alexander Capron of 
the New York Bar, who served in an advisory capacity to the committees cooperating 
in the formulation of the Board’s rules. Mr. Capron deals in succession with the 
problems confronting the draftsmen and explains the purposes of the principal 
provisions in the light of these problems. 

Since neither the regulations nor the state statutes purport to deal with all the 
problems which may be encountered in the operation of a fund, an article has been 
included which discusses Problems in the Administration of Common Trust Funds, 
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its author being Mr. Rodman Ward, Trust Officer of the Equitable Trust Company 
of Wilmington, one of the pioneer institutions in the common trust fund movement. 

A development dating from depression days which represents essentially a pre- 
ventive technique is the subjection of the trust departments of banking institutions 
to periodic examination by federal and state authorities. The procedure evolved for 
such examination is described in an article, The Activities of Bank Examiners with 
Respect to Trust Investments, by E. P. Neilan, Trust Examiner of the Federal Re- 
serve Bank of Philadelphia. 

The final article of the symposium is premised on the fact that there is one 
problem that can never be solved: the risk of failure of the human equation in the 
administration of trust funds. Since the effort to shift this risk from the trustee to 
the beneficiary by means of sweeping exculpatory clauses seems destined to frustra- 
tion by the law, the possibility of insurance as a protective device at once suggests 
itself. In Trustee's Insurance against Surcharge for Investment Losses, Mr. S. A. 
Coykendall, Jr., a New York insurance broker who has originated a number of new 
forms of insurance protection, discusses the possibilities for protection of this character. 

D. F.C. 














TRUST INVESTMENTS: THEIR EXTENT AND 
SOME RELATED ECONOMIC PROBLEMS 


N. Gitsert Rippie* 


A problem confronting all individuals who have accumulated funds is that of 
investment management. Sound initial selection and careful supervision are essential 
in order to conserve the principal and gain a satisfactory return. The traditional idea 
of “permanent investment” has resulted for decades in losses of considerable portions 
of accumulated funds. We live in a dynamic economic world and investment values 
may rapidly change. 

The question of investment management is not only one of how to do it but also 
one of who should do it. At one time or another thousands of individuals who have 
investment funds place them in trust with trust institutions for supervision. While 
there is a paucity of data on the aggregate amount of individual trust property being 
administered by trust institutions,’ there is evidence that the volume totals many 
billions of dollars. It constitutes a vital part of the investment fund of the nation. 
The use to which they put it is of major economic significance. The direction they 
give the huge amount of capital under their supervision will affect the opportunity 
and progress of enterprises. 

It is impossible to obtain more than fragmentary data on personal trust business 
of trust institutions. With the exception of some data published in a few states, the 
volume of trust business carried by trust companies and state commercial banks is 
not reported. Rather adequate information is published relative to personal trust 
business of national banks. There is also a paucity of statistics on the investment of 
trust property. These data are reported for a few states. To get an idea how trust 
institutions invest trust property we have to use the general statistics of national 
banks, Massachusetts trust institutions, or mere samples of individual institutions. 
Specific data on the investments of individual trusts are reported to probate courts in 
some states. The information, however, is hard to obtain and frequently is in such 
a form as to make it very difficult to assemble or use. 

This survey of trust investments is primarily devoted to institutional holdings. 
This limitation is a matter of expediency because there are far more data on invest- 


* A.B., 1922, West Virginia University; A.M., 1926, Ph.D., 1934, Columbia University. Assistant 
Professor of Finance, The Ohio State University. Author of The Investment Policy of Trust Institutions 


(Business Publications, Inc., Chicago, 1934). 
+“Trust institution” means any incorporated institution—trust company, national bank, or other 


corporation—empowered to accept and execute trusts. 
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ments of personal trust property by trust institutions than on such investments by 
individual trustees. Nevertheless, it is well known that the individual trustee plays 
an important role in the management of personal trust property. The search of pro- 
bate court statistics by the writer convinces him that the volume of personal trust 
property placed with individual trustees is huge. In a number of areas it was found 
that individual trustees were supervising a larger number of personal trusts than were 
being administered by trust institutions. Further data of estates probated and the 
number of trusts created show that individuals are nominated trustees in a large 
number of cases, often exceeding the number of appointments of trust institutions. 

The laws and conditions governing the investment of trust property by individual 
trusts are virtually the same as those affecting trust institutions. There are probably 
no great differences in the status of trusts held by individuals and those held by trust 
institutions with respect to most of the questions discussed in this article. There are 
vast differences, however, on certain points. The individual trustee usually admin- 
isters one or at most only a few trusts. The trust institution, on the other hand, 
administers scores or even thousands of individual trusts. The individual trustee can- 
not afford the investment organization and facilities possessed by the average trust 
institution. 

There are no data available for comparing the investments of individual trustees 
with those of trust institutions. Owing to the dearth of data on individually held 
trusts it is not feasible to give further consideration to their investments. While the 
volume of personal trust property being managed by trust institutions is not definitely 
known, a survey of available data will suffice to show its scope. 


Number of Trust Institutions 

There are probably 3,000 or more trust institutions in the United States with active 
personal trust departments. Information from state banking departments warrants 
the belief that there are more than 1,500 state trust companies. There were 1,913 
national banks as of June 30, 1937, that had authority to exercise trust powers, and 
of this number 1,551 had active trust departments.” 

Although the number of trust institutions is comparatively small relative to all 
commercial-banking institutions, their total capitalization aggregates a large propor- 
tion of the capital of all commercial banks, and their resources comprise a substantial 
amount of the total commercial banking resources. This is accounted for by the fact 
that the capital and resources of the average trust institution are considerably larger 
than those of the average commercial bank. 

The 1,913 national banks having authority to exercise trust powers on June 30, 
1937, had a combined capital of $1,301,368,385 and banking resources of $26,205,- 
955:724- Thus, while only about 36% of the national banks had trust powers, they 
had over 81% of the total par value of capital, and over 86% of the assets of all banks 
in the national banking system. 


* Data in this paper on national banks in the trust field are from the Annual Reports of the Comptroller 
of the Currency. 
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Number of Individual Trusts 


The number of individual trusts being administered by trust institutions is not 
reported except for those in the national banking system. For the year ending June 
30, 1937, national banks were administering 135,772 individual trusts. Of this num- 
ber 70,665 were living trusts and their assets comprised $7,788,959,078, or 80.7%, of the 
total assets under administration. Court trusts numbered 65,107 with aggregate 
assets of $1,867,438,062, or 19.3% of the total. The number of individual trusts -ad- 
ministered by national banks has increased from about 26,000 in 1927 to 135,772 in 
1937. This represents a gain of 109,716, or over 500%. During the past four years 
there has been a gain of 36.5% in the number of trusts being administered. 

The number of individual trusts in state trust institutions will undoubtedly exceed 
those in national banks. From time to time there are made available data of indi- 
vidual state trust institutions. A number of these institutions administer eight thou- 
sand or more individual trusts each. There are many more supervising from one 
thousand to five or six thousand accounts. 

There were 299 national banks, for the year ending June 30, 1937, acting as trustees 
under 1,213 insurance trust agreements. On the same date 702 national banks held 
under trust agreements 16,259 insurance policies not yet matured or operative. 

Trust institutions are named to act as individual trustees in thousands of agree- 
ments yearly. Between June 30, 1936 and June 30, 1937, 873 national banks were 
named as individual trustees in 6,250 agreements. In the preceding year they were 
named in 8,012 agreements. It is likely that other types of trust institutions are as 
an aggregate appointed trustees in more than ten thousand agreements yearly. Some 
individual trust institutions in large centers like New York, Philadelphia, and 
Chicago are named trustees in 300 to 500 agreements yearly. 


Volume of Property in Individual Trusts 


The large number of individual trusts administered by trust institutions repre- 
sents huge sums of trust property. Data are very incomplete regarding the aggregate 
individual trust property of all trust institutions. National banks were administer- 
ing $9,656,397,140 in individual trust property as of June 30, 1937. Trust institutions 
in New York City manage many billions in individual trust property. The writer 
has every reason to believe that there are at least six trust institutions in New York 
City administering from one to three billions of individual trust property. In the 
State of New York there are probably ten to fifteen billion dollars in such property. 
In Pennsylvania, trust institutions administer over five billion dollars of personal 
trust property. In Illinois, there is nearly as much. There is probably an aggregate 
of a billion dollars or more of personal trust property being administered in a num- 
ber of other states, including Massachusetts, New Jersey, Maryland, Ohio, Michigan, 
Missouri, and California. Connecticut, Wisconsin, Minnesota, and a number of 
other states also contain hundreds of millions of personal trust property. 
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New individual trust accounts placed on the books of national banks between 
June 30, 1936 and June 30, 1937 aggregate $345,634,961 of trust property. The preced- 
ing year it included $317,090,906. For all trust institutions, new appointments will 
likely exceed a billion dollars yearly. 

The amount of life insurance trusteed by all trust institutions is estimated to 
exceed four billion dollars. Insurance trusts administered by national banks aggre- 
gated $55,706,000 in 1937. For the same date insurance policies held under trust 
agreements not yet operative totaled $639,827,000. 


Concentration of Personal Trust Business 


A distinctive feature of the personal trust business is its concentration in a com- 
paratively small number of trust institutions in the large cities. This is to be ex- 
pected, however, because capital has been accumulated primarily by a small per- 
centage of the population; the vast majority of the people do not have much. Fully 
80% of the people spend all they get, or lose most of what they save in unsound busi- 
ness adventures and in speculation. While a relatively small percentage of the 
people accumulate capital, Federal Estate Tax Reports, probate court records, and 
other records of information show that hundreds of thousands of individuals have 
accumulated substantial estates. These funds are widely distributed throughout the 
country but most of them are found in the cities. The bulk of the accumulated 
capital, the big estates especially, is found in the large financial and commercial 
centers of the nation. 

This fact, undoubtedly, accounts for the bulk of individual trust property being 
administered by: the large trust institutions in the large cities. In the five largest 
cities, those having a population of 1,000,000 or over, forty-one national banks as of 
June 30, 1937, were supervising 32,118 individual trusts with aggregate assets of 
$4,817,206,888. Thus less than 3% of the national banks with active trust depart- 
ments administer nearly 25% of the personal trusts, and about 50% of the trust 
property held by national banks. Over 80% of the trust business of national banks 
is confined to cities having a population of 250,000 or over. It is likely that one or 
two per cent of the national banks engaged in trust business, located in the twelve 
or fifteen largest cities, administer the great bulk of the trust property in the national 
banking system. 

There is just as great a concentration of individual trust property in state trust 
institutions. There is ample evidence to support the belief that a few leading trust 
institutions in the cities of 400,000 or over administer a large percentage of the 
personal trust property of all such institutions. 

What we have in reality is the mobilizing of the capital of a few hundred thou- 
sand or more individuals in the hands of comparatively few huge trust institutions. 
We now have relatively permanent specialized institutions as the investment man- 
agers of these billions of dollars of property. 
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Problems Affecting Investment 


The problems of trust institutions as investment managers differ considerably 
from most institutional investors, such as life insurance companies, savings banks, 
commercial banks, and investment trusts. The latter institutions receive only cash to 
invest, they have only one portfolio to supervise, and they have only one set of laws, 
if any, to comply with in managing their investments. 

On the other hand trust institutions are perplexed by innumerable problems in 
the performance of their investment functions. Each trust institution has a variety 
of individual trusts, the number varying from a few in the smallest trust institutions 
to ten or fifteen thousand in the largest ones. Each trust is a separate account, requires 
a separate portfolio and must. be administered according to varying circumstances, 
such as legal requirements, type of property contained in the inventory, duration, the 
needs of beneficiaries, and economic conditions. 

Trusts range in size from a few hundred dollars to millions. Their composition 
when received by the trust institution may be all cash or a single type of investment, 
but more commonly there is a variety of bonds, stocks, mortgages, real estate, and 
some cash. 

In the management of the portfolio the trustee can only retain investments or 
make new commitments in accordance with the terms of the instrument creating the 
trust, the statutes of the state, or the law as set forth in decisions of the courts. In 
general, the trustee is obligated to invest trust property in such a manner that it will 
be safe and yield the largest return, consistent with safety, to the beneficiary. The 
trust property must not be allowed to remain idle. It should be kept invested in 
sound income producing assets, which are marketable. Investments should be made 
with a consideration of the nature and object of the trust. Speculation is prohibited. 
The trustee is required to perform his duty properly, which entails the highest degree 
of diligence, care, and honesty. Investments improperly made make the trustee liable 
for losses resulting from the act. 


Statutes and Their Effects 


The investments of trust institutions are greatly affected by the statutes of the 
state concerned. Personal trusts are regarded in a special way by the law; the law is 
organized to give special protection to the property of these trusts. The law imposes 
definite rules and standards designed to promote the selection of sound investments 
and to disqualify unsuitable issues, thereby protecting beneficiaries against losses. 

Unless otherwise provided by the trust instrument, trustees must in many states in- 
vest trust property in investments authorized by statute. Statutes usually sanction the 
selection of issues in the following categories: United States government, state and 
municipal bonds; railroad, electric, telephone, and gas bonds; real estate mortgage 
bonds, and real estate mortgages. Industrial bonds are eligible in some states. Other 
types of securities are sanctioned in some jurisdictions. There are specific require- 
ments imposed for the selection of individual issues, such as the terms of the issue, 
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size of the enterprise, solvency record, earnings record, relation of the value of the 
property to the funded debt, ratio of debt to assessed valuation (for municipals), 
and stock capitalization to the funded debt. 

The standards imposed by statute in various states are not uniform; some are 
poor and antiquated; none are entirely satisfactory. The best are marred by defects. 
Nevertheless such regulations have been desirable. The principles and standards set 
forth in the law are believed to have promoted in some cases the selection of sounder 
investments than would otherwise have been made. 

The writer has seen sufficient evidence of trust institution investment practice to 
appreciate the fact that the standards laid down by the law have been instrumental 
in improving the investment quality of trust portfolios. 

The statutes governing investments in New York, Massachusetts, Pennsylvania, 
and many other states serve as very good guides for the selection of investments and 
if followed will undoubtedly produce fairly satisfactory results. Institutions such as 
the mutual savings banks, etc., which have been guided by these statutory require- 
ments have had good investment records; probably superior to most institutions with 
broad investment powers. 

Until comparatively recently many trust institutions were rather poorly organized 
for trust investment work. This is still true of most small trust institutions, and of 
some large ones. About 75% of all trust institutions administering trust funds have 
under-million-dollar trust departments. Further, each individual trust as an average 
is very small. How can such institutions give proper supervision to their trust 
investments? Surely the statutes are of some help in promoting the selection of 
sound investments by these institutions. 


Trust Investments 

While there are very few up-to-date statistics on the investment of trust property 
by trust institutions, we have sample data which will suffice to give a fairly adequate 
idea of the investments of these institutions which administer thousands of accounts 
and personal trust property aggregating billions of dollars. 

The study of the investment of trust property may be approached first by an 
analysis of the portfolios of national banks. The investment of property handled by 
national banks may be seen from the following table: 


ComBINED Trust INVESTMENT PorTFOLIos oF NATIONAL BANKs 
(In millions of dollars) 


Rea Estate 

Bonps Srocks MorTGAGES Rear EstaTE MISCELLANEOUS 
Per cent Per cent Per cent Per cent Per cent 

of of of of of 
Amt. Total Amt. Total Amt. Total Amt. Total Amt. Total 
TS eee 1,266 26.5 1,260 26.4 675 14.1 Bia%s aie 1,573 33.0 
SER Sores 1,563 37.6 1,285 30.9 672 16.1 ses 3 642 15.4 
SORE Syne conises 3,602 47.1 2,421 31.7 735 9.6 532 7.0 357 4.7 
BOBO sais 6G so 4,129 51.0 2,436 30.1 605 75 585 7:2 340 4.2 


1) Re ees 3,982 49.0 2,555 31.4 580 7.1 596 7.3 421 5.2 
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An analysis of the $8,135,313,923 of invested trust property. as of June 30, 1937 
revealed that 49% was in bonds; 31.4% in stocks; 7.1% in real estate mortgages; 
7.3% in real estate; and 5.2% consisted of miscellaneous material. The bulk of the 
investments is in bonds which has been considerably increased relatively since 193%. 
Stocks are also a very important item, the largest next to bonds. Each of the remain- 
ing classes of investments are relatively small. There is no subdivision of these major 
groups of investments so the data afford us only limited information. 

In Massachusetts more information is published regarding trust investments than 
in any other state. Data on the investment of trust property there are significant not 
only because the volume of such investments is large but also because of the 
“Massachusetts rule” which accords greater latitude to the trustee’s discretion than 
do the rules prevailing in many states. The proportion of trust property invested 
in stocks is very large, amounting to nearly 50% at the present time.* Stocks have 
averaged over 40% of the aggregate trust property in Massachusetts trust institutions 
during the past two decades. For the past eight years the average has exceeded 45%. 
This is a considerably higher percentage than is contained in any other sample of 
trust institution investments. 

Massachusetts trust institutions are also large investors in bonds. For several 
decades bonds have constituted over 35% of the total investments. Corporate bonds 
have played a noticeably more important part than have government, state, and 
municipal issues. There has been a comparatively small division of trust property 
into the real estate field by Massachusetts trust institutions. 

If we combine as an aggregate corporate bonds and the stocks it will show that 
personal trust property invested by Massachusetts trust institutions has largely been 
in the corporate field. 

Additional light on the investments of trust institutions is revealed in the data 
obtained from “100 of the largest and best known trust institutions in the country.”* 
Information was asked as to how “they were investing trust funds under moderate 
size discretionary living trusts.” The percentage distribution of such investments 
appears as follows: 


Unieed Stents govermmntat bonds... 5... ins oc cscs c eter pase es 21% 
Tg Seer Peer Tree reer 12% 
RID EE 5 cos ESE oss Os0k caw P ode « tae ees ea weNneen 37% 
Se ee INE 5s 6 SN ERAS Ce A 12% 
II ois a 9 Rid. Tae WK ald g pe Mig Kew 4Siare as pean oe 5% 
0 Pe rer rer Mere ery eer 13% 


Bonds comprise 70% of the total, a substantially larger proportion than was so 
invested by national banks or Massachusetts trust institutions. Eighty-eight per cent 
of the investments are allocated to stocks and bonds. The general policy indicated is 
one of purchasing bonds primarily. Governmental issues of all types comprise 337% 


® Mass. ComMM’R OF BANKs, ANNUAL REPORTS. 
“Lewis, Present Day Trust Investments (1937) 65 Trust Compantss 148. 
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of the aggregate. High favor is shown for United States government bonds as they 
account for “more than one-fifth of the average living trust fund.” When one con- 
siders that these figures are for discretionary living trusts there is a surprisingly small 
percentage in common stocks, only 13% of the aggregate. This is a very much 
smaller amount than is shown for trust investments of national banks or Massachu- 
setts trust institutions, 

While corporate bonds constitute the largest proportion, 37% of the aggregate 
investments of these living trusts, there is no information regarding the proportion 
in railroad bonds, public utility bonds, or industrial bonds. Thus their policy in this 
respect is unknown. 

Further information on the amount of trust institution investments is contained 
in the trust activities of a selected group of trust institutions. The analysis of invest- 
ments contained in 196 testamentary trusts is based on statistics obtained by the 
writer from nineteen trust institutions located in New York, Boston, Cleveland, 
Chicago, and St. Louis.’ The investigation covered the years 1919 to 1932. One 
hundred ten of the trusts were discretionary while 86 restricted the trustee’s power 
in some manner. The trusts varied in size from approximately $10,000 to more than 
$3,000,000. 

How was the property distributed when it was received in trust? How was it 
reinvested by the trust institutions? This information is shown in the following 
table: 


DisrrisuTIon OF Trust INVESTMENTS OF 196 Trusts 
(In percentages of total) 























; Inven- 1919-1932 

Type of Investment tory 1919 1921 1925 1929 1932 average 
United States Bonds............. 2.9 3.0 5.7 4.0 1.6 3.1 3.4 
State and Municipal Bonds........ 3.5 5.9 9.8 “10.4 10.9 14.1 10.4 
RATIDAD MADIIIE 553. v0 0 ke pre oho bw 8p pio 6.6 9.1 8.4 8.0 6.0 5.1 7.5 
SURI MRUMMER ihc ais stisio <2 s sie0's's 2.8 2.8 2.9 4.3 6.9 8.6 4.9 
COMMENTER MSONIS SS. Coss sees s 0.8 1.6 1.8 231 ae 2.9 ait 
Hamer ICIS ei ' es ahs sha s 0.5 0.5 1.0 0.9 0.7 0.5 0.7 
Railroad Preferred Stock ......... 1.5 2.7 2.6 2.1 1.3 0.7 1.9 
Utility Preferred Stock .......... 0.8 0.7 0.7 0.9 0.9 0.7 0.8 
Industrial Preferred Stock ........ 4.5 4.5 4.5 4.4 3.7 3.0 4.0 
Railroad Common Stock ......... 10.3 10.1 8.5 6.7 2.7 1.7 6.0 
Utility Common Stock ........... 8.2 8.1 7.0 4.2 3.7 3.2 4.9 
Industrial Common Stock ........ 14.0 12.4 14.0 17.0 22.8 23.4 18.1 
Bank and Finance Stock ......... 6.0 4.4 4.3 4.0 5.0 4.1 4.2 
Po Te CO” rier 0.1 0.0 0.1 2.4 3.0 2.0 1.8 
Real Estate Obligations .......... 9.8 16.5 13.5 16.3 21.5 22.3 17.4 
BN NI ss Scibsdic ics oo as aiala ie nS 18.0 17.0 14.8 11.8 6.2 3.0 10.5 
ee RO ee Sere 9.7 0.7 0.4 0.5 0.9 1.6 1.4 

2 CE AR sr oer a em 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


A survey of the investments made by the nineteen trust institutions warrants the 
conclusion that they were widely different from those in the preceding studies. The 


® Rippe, THE InvestMENT Pouicy oF Trust INstiTuTIONs (1934), containing an analysis of the invest- 
ment management of these trusts. 
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nineteen trust institutions in the five large cities invested about one-third of the aggre- 
gate property in bonds, about one-third in common stocks, and about one-fourth in 
real estate obligations. Real estate obligations were decidedly a larger element than 
was shown in the trust investments of national banks or Massachusetts trust institu- 
tions. 

Is the composition of trust portfolios of national banks and Massachusetts trust 
institutions determined by the investment policies of these houses or is it largely a 
reflection of the contents of the trusts when they were received by these institutions? 
If the study of the 196 trusts administered by nineteen trust institutions® is a fair 
indication, the answer is that both factors are important. This study shows that 
bonds constituted 17.1% of the aggregate property in the inventory of the trusts and 
over 30% at the end. Stocks were 45.3% in the inventory but less than 40% at the 
end. Real estate obligations totaled 9.9% in the inventory but were increased to about 
25% at the end. Real estate was decreased from 18% in the inventory to less than 5% 
at the end. From 1922 to 1929 there was practically no change in the proportion 
invested in bonds or common stocks. Preferred stocks and real estate were decreased 
and real estate obligations increased. 


Tendency to Select Sounder Investments 


There is a definite tendency for trust institutions to improve the quality of invest- 
ments in their portfolios and thereby control the flow of capital into safer and prob- 
ably more desirable enterprises. Statutes and court decisions emphasize safety and 
experience and oppose new or speculative business. Often the property received from 
the creator of the trust does not qualify as to quality for a trust portfolio. Thus, 
unless the trustee is empowered to continue such investments, they must be con- 
verted into authorized securities. In this way weaker or less desirable investments 
are sold and higher grade issues selected in their place. Securities so selected are 
frequently drawn from the approved list, which is merely the names of issues ap- 
proved by an investment committee of the trust institution as being suitable for 
trust investments. This results in the process of financing the larger and sounder 
corporations. This is definitely true because the larger trust institutions in the great 
cities are not restricted or concerned with local and smaller enterprises. 

These same trust institutions are also big buyers of municipals. While there are 
normally few restrictions on the selection of municipals within the state where the 
trust institution is located, nevertheless, such institutions are more careful in their 
choice of such bonds than is the average individual. Thus, they purchase principally 
the best municipals. In selecting out-of-state municipals, trust institutions are some- 
times limited by specific standards which tend to make eligible only the highest 
grade bonds. 

The process of selecting high grade investments is also applied to the real estate 
field. Undoubtedly trust institutions have selected many undesirable mortgages and 


* Ibid. 
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real estate bonds, The misleading appraisals of real estate followed so widely in the 
twenties caused losses to practically all investors. Today, however, the procedure 
has been considerably improved, specific standards are laid down and followed. The 
legal restrictions prevented, to a large extent, the placing of trust funds in the weaker 
securities. The study of many individual trusts during the twenties showed that 
among the hundreds of commitments made by trust institutions, the vast majority 
were sound investments, judged by the standards then prevailing. It is doubtful if 
the investment orgies of the twenties can be attributed to the policies followed in 
investing individual trust funds by trust institutions. 


Criticism of Trust Investments 

There is ample ground, however, for criticizing the individual trust investments 
of trust institutions. In the study of 196 individual trust portfolios the investments 
were rated for the period 1930 to 1932. The ratings were given effect before the 
full impact of the depression had been appreciated. The ratings included United 
States government bonds, state and municipal bonds, corporate securities—bonds, 
preferred stocks, and common stocks. There were several thousand different invest- 
ments rated for all the trusts. The investment quality of the aggregate of stocks and 
bonds is shown in the following table: 

INVESTMENT QuaLity oF Bonps, PREFERRED AND CoMMoN Srocks oF 196 Trusts 


(Based on ratings in period 1930-1932) 
AAA AA A BBB BB Lower Unrated Total 


PAL WSOTAIRES Ss cs cs cies oo eas oe Gas 17.4% 140% 12.1% 18.19% 108% 17.7% 9.9% 100% 
CALL UO" Se a eee ef Sere a 35.8 21.8 19.0 13.5 3.0 1.7 5.2 100 
All Preferred Stocks .............. 4.3 14.2 15.0 37.9 11.4 5.1 12% 100 
All Common Stocks .............. I.I 3.2 6.7 20.8 18.9 35.2 14.1 100 
Governmentals: 

STB AESOW. MOONNIS ich. ovine bsaesd 100.0 

State and Mun. Bonds.......... 40.1 21.8 16.5 12.3 3:2 1.9 4.2 100 
Railroads: 

SUBIR YS Lbs RAN way asics +e o04e & 24.2 20.7 31.8 15.3 3.9 2.0 2.1 100 

PRESTO ROCKS 5 6 o.oss ode 6550's 5.5 11.3 10.1 30.3 19.2 10.7 12.9 100 

Sor ROK Sas es 0.0 0.2 0.8 8.3 18.9 66.5 5.3 100 
Utilities: 

FRCS A, Se ae Ore 40.4 27.1 18.3 8.2 1.9 0.6 3.5 100 

Preferred Stocks ..........00.; 6.0 20.7 23.6 19.4 9.8 5-4 15.1 100 

CHRTION DONORS ons Sade 2.1 6.4 16.8 30.3 20.7 17.6 6.1 100 
Industrials: 

MEAD oe has oasis cess 004 18.5 17.8 20.0 18.4 3.4 1.6 20.3 100 

Pretested Bwocks =.) ois. Ts 3.4 10.4 14.8 44.5 11.7 4.2 11.0 100 

RSORENEMOND SOMOS 2. 5.52 v.a.04-s a:njo 0.2 1.2 5.2 16.4 16.1 43.0 17.9 100 


One is justified in saying that there was entirely too large an amount of individual 
trust investments of inferior quality. Since all of these accounts had been under the 
supervision of trust institutions throughout the period of the twenties, there seems 
little excuse for holding so many weak issues. A considerable number of the cor- 
porate stocks, both common and preferred, as well as many bonds, suffered substan- 
tial losses. Likewise, some of the municipals had difficulty. There is no data on 
how the real estate fared. 
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Another point of criticism regarding investment practices of trust institutions is 
that of holding unsuitable securities received from the creator of the trust for an 
unduly long time. In the portfolios of 196 trusts there were a number of such invest- 
ments held for five to ten years or longer. A considerable number of undesirable 
investments received in trust prior to 1922 were still being held when the depression 
came, Trust institutions were shown to be rather slow in making changes. Perhaps 
this is due to their conservative and cautious policies. It was also due to the lack of 
an adequate investment organization on the part of some institutions. 


Do Legal Requirements Foster Liquidation? 


Do the special standards and rules to which the trustee is subject foster liquida- 
tion appreciably in periods of depression? The specific requirements imposed by the 
New York statutes upon trust investments may be cited as an example. The statute 
specified that railroad mortgage bonds, collateral trust bonds, and railroad equip- 
ment obligations were eligible if the company had earned its fixed charges one and 
one-half times in five of the six years immediately preceding, and also in the last year. 
If dividends have not been as specified, then the period is set at nine out of the ten 
preceding years. In the case of debenture bonds, income obligations, etc., the fixed 
charges must be earned twice both in the latest year and in five out of the six preced- 
ing years. These standards seemed high and were thought to be ample for gilt-edge 
securities. So they were for normal times. But we failed to appreciate that such 
standards must be high enough to enable an investment to withstand adversity. 
Railroads proved to be vulnerable to an unusual degree to the hazards of a depression. 
Although the bonds of scores of Class I railroads met the test during the period of 
the twenties, they soon failed to qualify when the depression got under way. Less 
than a dozen Class I roads were earning their fixed charges one and one-half times 
in 1931. Thus the bonds of scores of roads lost their legal status. The situation 
created a problem for the trust institutions of retaining or disposing of these invest- 
ments. There were two elements in the problem: one legal, the other economic. 
Court decisions are clear that “trustees should have such time as good sound judg- 
ment may require to protect the estate against the sale of sound securities in a 
market that is of common knowledge depressed.”* To prevent possible wholesale 
dumping of legals that had become ineligible, a moratorium was declared in the law, 
thereby extending the legality of an investment if it were on the legal list as of 
January 1, 1931. While the legal aspect was quickly cared for there was still the 
economic problem of deciding whether to sell or hold the railroad investments in 
view of the condition and outlook for the railroads. Undoubtedly the trust institu- 
tions took the wiser course in some cases and disposed of some railroad bonds. There 
is no proof, however, that such bonds were sold in any unusual amounts. The analy- 
sis of the 196 testamentary trusts showed no appreciable change in the holdings of 
railroad bonds during 1930, 1931, and 1932. In fact there is nothing revealed in these 


™ In re Watson's Estate, 145 Misc. 425, 261 N. Y. Supp. 327 (1931). 
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accounts to indicate that there were any abrupt changes in the investments during 
the depression from 1929 to 1932. 

The data of the 196 individual trusts might lead one to believe that trust institu- 
tions were slow to change trust investments rather than to follow a liquidation policy 
when there was a change in the market. This seems to have been true even though 
many securities they held were greatly affected by changes in business and market 
conditions. Thus, we are probably justified in saying that the huge volume of indi- 
vidual trust funds administered by trust institutions were somewhat of a stabilizing 
force in the capital market. 


Trust Income, Investment Yields, Prices 


While there has been a substantial increase in the volume of individual trust 
business of trust institutions, the trustees’ income at the present time is far less 
satisfactory. This is particularly true in those states where fees are based largely or 
wholly on trust income. There is a paucity of data on the earnings of trust invest- 
ments. Market yields of specific investments do not necessarily indicate the yield 
being received by an individual trust. For instance a high grade security bought in 
1926 or 1929 to yield 54% and held to the present time has continued to yield this 
rate although its price has varied during the intervening years. However, since trust 
portfolios are varied from time to time because of bond calls, maturities, and other 
reasons, there has no doubt been a considerable decrease in trust earnings. The 
average yield on high grade corporate bonds was about 5% for the period 1926-1929. 
The yield on municipal bonds was less. Today high grade bonds yield about 30% 
less than in 1926-1929. 

There has also been a decrease in the yield of high grade real estate loans. Real 
estate commitments are now made at 4% to 6%, the yield averaging fully 20% to 
35% less than during the twenties. 

There has been a reduction in income during the depression resulting from de- 
faults on some bonds and mortgages and omission of dividends on some stocks. 
There are practically no data on this question. The writer has seen some evidence on 
this point from his study of individual trusts. 

Lower yields have meant that on an individual trust, say, of $100,000, the fee of 
a trust company on the annual income would be around 20% to 30% less in 1937 or 
1938 than in 1926 or in 1929. The volume of individual trust property administered 
by national banks was $4,642,000,000 in 1932 and $9,656,000,000 in 1937, or a gain of 
over 100%. The average volume of trust assets in each national bank more than 
doubled from 1932 to 1937. On the other hand average gross earnings for trust 
departments were $15,390 in 1932 and only $23,952 in 1937, or an increase of 
about 64%. 

The writer found a gross return of 5.8% on the composite investments of 196 
individual trusts which had been in operation ten to thirty odd years. These trusts 
had been created in the period 1893 to 1919 and were in operation till 1930-1932. 
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Needless to say there were wide variations among various trusts. There was no 
positive relationship between the size of the trust and gross income. 

Reports from trust institutions indicate that average gross yield today is about 
375%: For individual institutions the yield ranged from 2.75% to 5.50%. These 
figures are for moderate sized discretionary living trusts.” 

Not only has there been a reduction in income for trust institutions but the 
income for the beneficiaries has also been reduced. 

In consequence of these factors, trust institutions have been caught between the 
dilemma of conservative investing and the urge to gain a larger return. The desire 
for conservative investing is greatly prompted by depression conditions because of 
risks of loss of principal. Legal requirements and standards set up for the selection 
of gilt-edge investments, the collapse of values, and the inactivity of the capital 
market have brought about a possible shortage of desirable investment outlets. While 
government and municipal issues constitute a satisfactory outlet, affording a wide 
range of maturities, tax advantages, etc., their prices are high and their yields low. 
Corporate issues of prime quality are comparatively scarce today. One trust institu- 
tion official writes that there are only 63 issues on their list of approved bonds, eleven 
being railroad bonds, eleven industrial bonds, and 41 public utility bonds.* Suitable 
corporate bonds are also high priced and the yields low. High grade real estate 
mortgages are also very scarce. Trust institutions are seeking prime mortgages at 
4, 4%, and 5 % 

It is very likely that for gilt-edge bonds, prices will remain high and yields low 
for many months to come. It will be so until business picks up and the capital 
market revives. There seems to be no immediate prospects for relief in the dearth of 
gilt-edge corporate bonds and real estate obligations, from high bond prices and low 
yields. Long term maturities will increase the income of a portfolio, but, of course, 
if and when interest rates increase there will be a drop in prices. Thus, many trust 
institutions are buying only a limited amount of long-term low-interest bearing 
bonds. They are selecting more short-term material, buying government and mu- 
nicipal bonds, and maintaining more cash funds in the form of deposits and United 
States savings bonds. 

During the past few years a large proportion of the high-coupon obligations of 
corporations have been refunded into low-coupon obligations. There has been a 
decided concentration of maturities of these refunding issues in the sixties. There 
has been a ready market for these new issues and trust institutions have made ex- 
tensive purchases. These 30-year bonds yield approximately 314%. Forecasts by 
bankers of average interest yield of gilt-edge bonds for the next few decades indicates 
that it will be about 44%. There seems to be a definite belief that long-term bond 
yields will be higher than the current return on high grade issues. In view of these 
factors what investment policy should trust institutions follow? If yields increase, 


™ Lewis, supra note 4. 
® Blunt, Trust Investments (Feb. 1938) 66 Trust CoMPaNIEs 174. 
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bonds are sure to fall in price. But when will yields increase and how much? If 
yields should increase to about 4% in the next three or four years, or possibly five, 
wouldn’t it pay to buy short-term issues for that period and then make the long-term 
commitment at 4%? This of course depends upon a number of factors, such as 
short-term yields, the present income needs of the trust, and its maturity. 


Investing in Common Stocks 


In view of the many difficulties confronting trust institutions in investing personal 
trust property, such as high investment risks, limitations of desirable investment out- 
lets, high security prices, and low yields, many trust officials are advocating selecting 
stocks. In addition, trust institutions are confronted with the problem of the purchas- 
ing power of the trust income. The fear of inflation has also given further impetus 
to buying common stocks. 

In most states the purchase of common stocks for trust funds has not been per- 
mitted. Massachusetts is a notable exception; there the purchase of common stocks 
has been sanctioned by law and practiced for some time. In other jurisdictions, dis- 
cretionary trusts have permitted their selection; or the terms of the trust instrument 
have authorized the retention of common stocks received from the creator of the 
trust. Under such conditions, certain trust funds have been invested in common 
stocks in substantial amounts and the practice has been carried on for a number of 
years.° 

While common stocks have played an important role in trust investments, they 
have been included largely under the conditions indicated above. Today there is an 
unusual urge among trust people to invest in common stocks.*° They desire to have 
the trustee authorized and permitted to buy them on the basis that common stocks 
are a satisfactory type of investment for trust funds. To accomplish this to a satis- 
factory degree most state laws will have to be broadened. If trust institutions are 
granted such permission will their investment problems be less rigorous? Will it 
enable them to preserve the principal with more certainty and to obtain a larger 
income for the beneficiaries? Does this type of security make it possible for the trust 
institution to build a portfolio more in accordance with their problems and the needs 
and requirements of the beneficiaries? 

It is likely that trust institutions are expecting to derive too much from common 
stock investments. The writer thinks it is a hazardous adventure for trust institu- 

* For data, see pp. 344-347, supra. 

* The question of inflation is an important factor influencing the thinking of trust people on common 
stocks as trust investments. More and more attention is given to the idea that a trustee should attempt 


to maintain the purchasing power of an individual trust. This demand is more pronounced today in view 
of the threat of inflation. 

How can the investor escape? Buy common stocks is the usual policy advocated. They are ex- 
pected to rise in the market and the increase in dollar value will compensate for a loss in purchasing 
power. Yet it is quite certain that stock speculation in a period of inflation will be exceedingly difficult 
and hazardous; vastly more so than during ordinary times. The economic aspects of the question are 
sufficiently complex and hazardous as to warn the trust institution that it is a problem to be approached 
with great care. 
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tions. Their quality is more difficult to determine than is that of gilt-edge bonds. 
Their income in general is far less certain than is the interest on high grade bonds. 
Their prices fluctuate frequently and over a much wider range than do sound bonds. 
Common stocks are affected to a considerable extent by market speculation and 
trading. Except at depressed levels, the common stocks of many of the soundest 
companies sell at such high prices that their cash dividend yield is low. 

If trust institutions invest more extensively in common stocks, the effects in the 
security market cannot be definitely foretold. The increased flow of funds into com- 
mon stocks will probably tend to enhance the prices of stocks and thereby reduce the 
average return on them. 

If common stocks were selected in accordance with the best investment judgment 
as to their suitability for investment of trust funds, it is possible that such a policy 
would have a stabilizing influence. Common stocks would be chosen more on the 
basis of their intrinsic value and price would be more of a factor in their purchase. 
They would constitute more of a long-term program. “Switching,” trading, and 
speculative activities would be greatly reduced if trust institutions followed some 
such policy on investing substantial sums in common stocks. 

On the other hand, if trustees become “stock-minded,” and insist on investing 
with a rising market and attempt to sell with the down movements, market swings 
may be accentuated. Selecting common stocks chiefly on the basis of market analysis 
is apt to be very unsatisfactory. 

If trust investments are liberalized to permit the purchase of common stocks, it 
might have a salutary effect upon corporate financing. Many corporations would be 
able to obtain more capital through issuance of stocks instead of bonds. It is too 
early to more than surmise what might be the outcome of such a movement. 


The Control of Enterprise 


The control of enterprise by trust institutions is a factor of considerable sig- 
nificance. We have already noted the immense volume of personal trust property 
concentrated in the hands of a relatively few large trust institutions in the large cities. 
A number of institutions administer as much as a billion dollars of such property and 
there are many such institutions administering more than one hundred million dol- 
lars. The control of these huge funds may lead to a good deal of influence over 
business enterprise. 

It is true that the trustee does not have complete control over the property trusteed 
with him since it is subject to certain legal restrictions. For all practicable purposes, 
however, the trustee has sufficient control to direct the flow of substantial proportions 
or all of these funds. Further, he may have considerable option as to the type of 
financial instrument—mortgages, bonds, or stocks—which he will hold as representing 
these invested funds. 

An important factor in the control of a corporation is the possession of stocks with 
voting rights. Trust institutions are large holders of stocks. National banks ad- 
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ministering individual trusts hold $2,255,000,000 in stocks. The forty-one national 
banks in cities of 1,000,000 or over have $1,228,000,000 in stocks. Other types of trust 
institutions also have large investments in stocks. Sample studies show that trust 
institutions have invested in stocks from roughly 20% to 50% of the trust property. 

These figures may be increased owing to the concentrated drive to broaden the 
scope of trust investments to include common stocks. At any rate stocks are apt to 
continue to be a very important element of trust investments. Statistics of estates 
show that stocks constitute 30 odd per cent of the gross value of the smaller estates and 
70 odd per cent of the larger ones. The estates trusteed will, of course, contain these 
stocks. 

With these large amounts of stocks in trust portfolios it is only natural that the 
trust institution would be in possession of enough votes to be influential in the man- 
agement of companies. It does not necessarily follow that trust institutions are exercis- 
ing a managerial control over enterprises. However, the fact remains that they have 
great potential power in this respect. 


Trust Institutions as Investment Supervisors 

It is a sad commentary upon our investment system when we appraise it in terms 
of misdirected capital, losses in disastrous business adventures, or in speculation. In- 
vestment losses in this country reach staggering sums yearly. It means insecurity for 
much of our accumulated capital. 

Our economic system is organized on the basis of placing the responsibility upon 
the individual for getting ahead financially. But after the individual has earned and 
saved, his capital is often lost through unwise investments. For the most part the 
individual has been his own investment manager with the inevitable result of in- 
curring great losses. The average individual neither has the time nor training to be 
a successful investor. 

On the other hand our financial system has been filled with incompetent invest- 
ment supervisors. While there are a few good investment organizations which are 
rendering satisfactory investment service, they are not always known. Perhaps a large 
proportion of the investors who seek advisors never find good ones. 

The larger trust institutions are undoubtedly among our best investment houses. 
‘There is ample evidence to show that they have accomplished a great deal in conserv- 
ing and directing accumulated capital. 











A TRUSTEE IN A WORLD OF CHANGING VALUES 


Lous S$. HEADLEY* 


Trustees have been confronted in recent years with a multitude of novel problems. 
Personal property has come into the ascendancy. The use of the corporate structure 
has added greatly to the forms of securities to be administered. It has made frequent 
the investment of funds in unfamiliar and far-away enterprises. It has raised difficult 
problems of accounting. Reorganizations and consolidations, rights to subscribe to 
additional stock, realization upon collateral under bond indentures, these and numer- 
ous other problems have added to the responsibilities of trustees. Taxes have in- 
creased in kinds and complications. Government regulations have imposed new bur- 
dens. In the administrative field alone the duties of a trustee have greatly increased. 

Numerous and burdensome, however, as these added duties are, they do not com- 
pare in their importance or difficulty with the ancient and fundamental problem 
underlying all trusteeship, that of the preservation of values in a changing world. 
A trustee is a conservator and not a creator of wealth. He conserves wealth and 
eventually distributes it according to the plan, and to effect the purposes, of another. 
How best to preserve and administer values so as to accomplish the designs of the 
settlor is the changeless function of a trustee. 

It is impossible to approach this problem without surveying the nature of value, 
the forms which it takes, the purposes behind its accumulation and the political 
and economic media in which a trustee must function today. 

Wealth comes from the dust, and to dust all wealth eventually returns. Value is 
a transient attribute. Things become property when they are reduced to possession. 
Possessions become valuable when they satisfy human wants. Values disappear when 
possessions no longer satisfy; and possessions cease to be property when they are 
abandoned and, through rust and decay, return to their native state. Thus there is a 
material vortex into which an infinitesimal part of earth’s substance is drawn, and 
that rapidly gyrating vortex of matter constitutes the wealth of society. 

The composition of this spiral is continually changing. New inventions, new 
discoveries and constructions are perpetually sweeping new particles into the whirl- 
pool. Some bits are stirred into life for a moment. They rustle for a day and then 
revert to their eternal sleep. These are the lost enterprises. They have missed the 


*B.S., 1907, Carleton College; LL.B., 1912, Harvard University. Member of the New York and 
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great movement. Others reach the very center of activity. They are carried along 
for years and become the useful and valuable property of the world. They are 
infinite in variety—a Chinese junk on the Hoang-ho, a clipper ship over the Pacific, 
a jewel on a lady’s finger, things without end—and they are valuable because they 
all satisfy some human desire. 

But disintegration eventually comes. Things grow old, fashions change, new 
devices supplant outmoded ones. What was valuable today may be worthless to- 
morrow. All property is eventually lost. It gravitates toward the receding side of 
the vortex, passes out and is gone. Matter persists but values disappear. 

When the mass of useful property is large society prospers and standards of living 
are high. When the movement is retarded we all suffer. If the round of production 
and consumption is kept active it makes little difference to society as a whole who 
produces and who consumes. It is unimportant to the wool-grower whether his 
product provides fifty suits for a society swell or hundreds of stockings for poor 
children. A like amount is produced and consumed. Herein is the philosophy of 
waste. The important thing is to keep the process in active operation. 

The products of industry are used in two ways. Some are consumed in the using. 
They satisfy immediate wants. Others are thrown back into the vortex and produce 
more property to satisfy other wants. If, through want of restraint, too much is con- 
sumed the productive whirl slows down and want ensues. If, because of faulty 
distribution, too little is consumed the spiral clogs with like results. Economy re- 
quires that production shall keep pace with consumption, and that consumption, 
whether of one kind or the other, shall keep pace with production. The vortex must 
be kept spinning. 

While it may be of little concern to society as a whole who produces and who 
consumes, it makes a vast deal of difference to the individuals who make up that 
society. In our economic philosophy the individual is the unit and not the state. 
Each individual seeks to share as generously as he can in the consumptive process; 
and to obtain that participation he labors to possess an ownership in the vortex of 
valuable things. That is the problem of accumulation. 

But temporary possession is not enough. A man’s life ordinarily is longer than 
his active years. Beyond that his dependents may live through another generation. 
It is important to him and to them that the things which he has acquired remain in 
the vortex of valuable property. That is the problem of investment. 

The accumulation of wealth, and its preservation, are distinct functions often 
requiring distinct and different techniques. The industrialist is engaged primarily 
in the former. The trustee is concerned almost entirely with the latter. It is his 
function to conserve and not to produce. 

We have already observed that all wealth is ultimately attributable to things, and 
that if things are to remain valuable they must be kept in the vortex of useful 
property. Basically this is the problem of all investment. It is obvious that the 
same things cannot be retained forever for they are in constant flux. The successful 
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investor must see to it that things which are on their way out of the vortex are ex- 
changed in time for things which are on their way in. Someone must take the loss 
but not he. He must keep in the swim by shrewd barter, or by using a part of a 
productive but deteriorating property to acquire other property whose usefulness is 
only commencing. If his property is in consumptive goods he must dispose of them 
before they are outmoded or decayed. Even ownership in real estate must be kept 
in the direction of a city’s growth. 

These considerations are important whether ownership is directly in things or in 
the evidence of things such as stock in a corporation. An investor in stocks must see 
to it that his corporation owns useful property and is engaged in constantly useful 
production, that it makes adequate provision for deterioration and obsolescence, that 
its management is alert to changing conditions. All of this requires skill and in- 
genuity of a high order. There is no assurance even in the ownership of tangible 
things, whether direct or through a corporation, that values will persist. All is 
change. Things disappear and values pass away. Sic transit gloria mundi! 

So far we have said nothing about money. We have purposely omitted any ref- 
erence to it in order to emphasize that real wealth consists in things and not in a 
medium for their exchange. But having underscored what may be obvious let us 
now turn to other considerations. 

It is unnecessary to trace at any length the familiar story of how certain articles, 
chiefly the precious metals which were durable, divisible and of intrinsic and con- 
centrated worth, came naturally to be used as money. They were universally sought 
after, everyone knowing that they could be traded in turn for other things, at other 
times, and at other places. They served in three ways, as a medium of exchange, as 
a measure of value, and as a storehouse for wealth. These separate functions of 
money require brief attention. 

There are between one and a half and two billion people living on this planet. 
The great majority of them are concerned with the economic process. All are striv- 
ing for the present and future satisfaction of wants. Comparatively few of them are 
self-sufficient, and those few live a meager existence. Most of them want to share 
in the things which others produce. One who makes shoes cannot live on shoes. He 
must trade them for other things. But to convert shoes into food and drink and a 
thousand other articles from remote or near-by places requires the interposition of a 
medium of exchange. To serve in that capacity is one of the commonest functions 
of money. 

A second function of money, closely related to the first, is to provide a measure 
of value. What an undertaking this is!) We have already noted the unstable nature 
of value, changing with customs and tastes, being relative to all desirable things, and 
fluctuating with the law of supply and demand. And yet if things are to be ex- 
changed it is highly desirable if not imperative that some standard of value be 
established by relation to which the value of all other things can be measured. A 
standard suggests uniformity, something fixed and stable. If the standard remains 
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the same planning is possible. Things may change in value but not because of a 
change in the unit by which their values are measured. Without a standard we 
revert to barter. 

Where can a standard of value be found? For an answer we must consult ex- 
perience. Then we find that no other thing in ancient or modern times has so 
closely approximated the ultimate desideratum as gold. The reason why gold has 
been used is inherent and not arbitrary. The quantity does not change greatly from 
age to age. Such increase as occurs is largely compensated by greater demand. It 
is in itself a useful metal. From earliest times it has appealed to mankind as some- 
thing to be desired. Until recently, at least, the greater part of mankind has been 
content to relate all economic values to gold. 

We must recognize, however, that even gold is not an entirely satisfactory meas- 
ure of worth. Despite the comparative uniformity in the world’s supply of monetary 
gold there have been times when the amount has greatly increased. The discovery 
of new mines or improved processes of refining have more than off-set increased 
consumption in the arts. Since the discovery of America the world supply has in- 
creased perhaps 150 times. While increased demand has compensated in part for the 
increased supply such increase in prices as has occurred is due at least in part to the 
increased supply of gold. In an attempt to maintain a uniform standard govern- 
ments have arbitrarily fixed and maintained the price of gold in relation to their 
currency units. For a century £3 17s. 10/4d. and an ounce of gold were one and the 
same thing. We must recognize, however, that no single commodity, not even gold, 
is a perfect measure of value. 

Professor Fisher has urged for a lifetime that a more equitable and useful measure 
is the composite value of many commodities in daily demand. But the difficulty of 
selecting representative goods and giving them their proper weight, and the practical 
problems of administration thus far have prevented the adoption of a commodity 
dollar. Whatever its form it seems probable that money will always remain a more 
or less variable measure of value. 

The third function of money to which we have adverted is to serve as a reservoir 
of wealth. We come closer at this point to the problem of the investor. Can values 
be preserved in the form of money? We observed at the outset that to preserve 
values once created one must maintain an ownership or interest in useful things. 
We spoke of ownership as direct, or as indirect through the medium of corporate 
stock. The problems were basically much the same. We have now to deal with 
interests in property which are not ownership but are evidenced by obligations pay- 
able in money. 

One who has traded his tangible assets for money, and has loaned it to another, 
must see to it that the money which he has loaned is invested and kept invested in 
property in the productive vortex, or that his debtor has other property from which 
he can repay the sum borrowed. The creditor must be able to realize the amount of 
his loan before the assets of his debtor pass beyond the penumbra of value. 
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But that is not all. One who measures his wealth in money or in money obliga- 
tions has an additional problem quite as difficult as that of the owner of tangible 
assets. He knows the present value of money, but can he know that it will continue 
valuable? Wholly apart from the ability of his debtor to pay, will the payments at 
a later date be worth what they are today? 

As long as money is gold or convertible into gold at a fixed amount creditors 
have felt reasonably safe. While recognizing that even gold may fluctuate in its 
purchasing power it has seemed to them the most stable reservoir available. After 
the legal tender cases in the Eighteen-Seventies it was customary to require that 
long-time debts be payable in gold dollars of an established weight and fineness. 
But governments have power to regulate the value of money. Britain finally went 
off the gold standard in 1931. This country followed in 1933. The gold clauses in 
contracts were abrogated. Dollars were no longer convertible into gold. Moreover, 
by increasing the price which our government was willing to pay for gold the dollar 
was cheapened in terms of gold and was eventually devalued to 59.06% of its former 
worth. It was allowed to seek its own level. In foreign trade the result was an 
immediate and precipitate decline in purchasing power, although through the use 
of the stabilization fund a certain parity was maintained with other currencies. At 
home the immediate effect upon prices was slight. All transactions were merely 
transferred to another level with relation to gold, but as gold payments were 
abrogated it had little immediate effect upon prices. However, the inevitable tend- 
ency of setting the dollar adrift is to lessen its purchasing power both at home and 
abroad. The money reservoir of value has sprung a serious leak. 

The danger of inflation, which may be broadly defined as the “condition arising 
when purchasing power is made available to the public at a faster rate than goods 
are made and brought to market” is not, however, limited to inflation of the cur- 
rency. Purchasing power does not depend so much upon the amount of currency as 
upon the amount of credit available. Bank deposits are money in an economic sense 
as truly as legal tender. Over 95% of the nation’s business is transacted by checks. 
Behind these checks, for the most part, are deposits created by credit loans to custo- 
mers, and behind the loans are various forms of collateral. These credit loans are 
susceptible of very great expansion. This is particularly true when the loans are to 
government and the collateral is merely the promise of government to pay in the 
form of government bonds. Thus the great increase in the national debt, financed 
largely through loans from banks, has vastly extended the credit structure of the 
country and laid the foundation for further inflation. The money borrowed has 
been pumped into circulation by generous loans and grants, without, however, 
materially increasing our national wealth. A multitude of counter tendencies and 
control measures, and the lack of confidence in the situation, have thus far kept 
inflation in check, but the expansion of the basis for credit has made possible a great 
increase in bank money which may result in a serious cheapening of the dollar. 

From this necessarily cursory review of the situation we must conclude that 
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money is never a sure repository for wealth, and that it is a particularly uncertain 
one today. The danger is a matter of degree. It may become great, and it may not. 
The expectation that values can ever be maintained at a precise level is beyond reason. 
It has never been possible in the past. It seems unlikely that it will be com- 
pletely possible in the future. From the close of the Napoleonic Wars to 1896 the 
English pound more than doubled in its purchasing power. From the close of the 
Civil War to the same date the American dollar more than trebled. The owner of 
fixed obligations was then the unwitting benefactor. Debtors were the losers. A 
change came, however, with the close of the century. By 1922, with the World War 
intervening, the pound had fallen to its level in 1815. In this country the dollar was 
worth less than half its value in 1865. The low of 1920, however, was of short 
duration. By 1933 the purchasing power of the dollar was 26% larger than in 1913 
and 75% larger than in 1929. As a compromise President Roosevelt has sought to 
bring commodities back to their value in 1926. It is an arbitrary point. History 
discloses no fixed and continuing value for money. Despite all of this people gen- 
erally have continued to accept money obligations as the surest repositories for 
wealth among the vicissitudes of time. 

It may be fair to ask whether an investor searching for permanent values is expect- 
ing too much. When everything else is changing does justice require that money 
alone shall remain at par? In a highly competitive and individualistic society, left 
open to the play of natural forces, who can say that injustice is done if a relation 
which prevailed at one time is not maintained at another? It is a variable with which 
the capable individual must reckon. We have an intuitive feeling of unfairness if 
relative values change too rapidly or from artificial causes; we have far less ab- 
horrence if the change is gradual and natural. We think it unjust that an individual 
who has labored through the heat of mid-life should find his values gone in old age; 
we are little disturbed if the second or third generation finds the dollar depreciated. 
After all, the test is largely pragmatic. We want a money which will encourage a 
stable and progressive society. If it is commonly understood that money is unstable 
its usefulness is diminished. ‘Trade is seriously hampered; the standard of value 
disappears; money is spent rather than saved. On the other hand a reasonable 
assurance that the purchasing power of money will not materially change from 
decade to decade encourages thrift and the accumulation of capital. People provide 
for old age and for their dependents. Therefore, while individuals may have no 
natural right to a permanent level for money, the good of a growing society demands 
that change shall not be extreme, arbitrary or abrupt. 

We have intended to indicate by the foregoing discussion the practical difficulty 
of preserving values in a dynamic world. The difficulty is inherent in the very 
nature of temporal things and mortal men. We have spoken of money as a store- 
house of wealth. Its strength, we have observed, is in the changeless nature of the 
obligation and in the tangible property which ordinarily is behind it. Its weakness 
is its tendency to fluctuate in relation to the commodities which it is intended to 
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command. When gold, although stamped into currency, is essentially a commodity, 
its fluctuation in value is less than that of other commodities.- It is for this reason, 
primarily, that it has been used as money. But when money is not gold or related to 
gold, when it becomes the fiat of government, when credit can be expanded on the 
basis of inconvertible commodities, when it becomes the tool of social reformers, 
when its volume, and to a degree its value, can be increased or decreased almost at 
will, its usefulness as a permanent repository of wealth is seriously impaired. 

The attention of the investing public in recent years has been directed with re- 
newed anxiety to the danger to money obligations from inflation Its importance has 
been emphasized by the experience of other countries and by existing conditions and 
social movements in our own. Without necessarily contemplating a repetition of the 
German experience we must recognize that inflation to any degree will lessen the 
purchasing power of money. If the dollar is reduced to its value in 1926 and held 
there the damage will be considerable but not serious. It may be that justice requires 
a return to a somewhat lower level. If the movement gets out of hand the con- 
sequences to creditors may prove disastrous. The probabilities must be weighed and 
a course of action adopted which seems appropriate in the anticipated situation. 

It hardly need be pointed out that the problem of inflation is of peculiar concern 
to beneficiaries of trusts. While tangible assets in various forms are often present it 
is nevertheless true that by, far the greater part of the trust assets in this country is 
in the form of dollar obligations. The laws of a majority of the states require that 
such funds shall be invested in no other way. Although trust instruments frequently 
give wide investment latitude to the trustee, the purposes of the trust and the security 
of the principal have most often led to the purchase of bonds. Anything, therefore, 
which threatens the value of the dollar creates a special problem for the parties to 
a trust. 

How then shall a trustee proceed in the face of possible inflation? It is to this 
question that our discussion must now be limited. Two things at once suggest them- 
selves. The first is flight—flight from a depreciating currency. But where shall he 
flee? It may be to other currencies, yet with no currency safely anchored to gold 
and with the great nations of the world engaged in a currency war, each scheming 
to cheapen its money below that of the others, this offers little protection. 

Or he may seek security in commodities, wheat, copper, petroleum and the like, 
which continue useful regardless of the value of money. This return to first prin- 
ciples of value has merit, but it involves dangers of a different nature, dangers of 
shifting values in response to supply and demand, dangers of deterioration or loss, 
expense of management. Moreover, the requirements of the trust ordinarily cannot 
be met. A life tenant is looking for income and there is no income from com- 
modities held in storage. An individual may live on capital gains; or if no gains 
result from the venture he may sustain himself for a time from principal; at a later 
time if fortune turns he may recoup principal from surplus income. He is not bound 
by trust instruments or court decisions, or by the relative interests of the present and 
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the future. With a trustee it is quite otherwise. A close accounting must be had 
between two interests. The rights of the present and the future must be separately 
maintained. A trustee must measure his authority by the trust instrument, by statutes 
and by case law. He is limited on many sides. The trustee who buys commodities 
leaps from one danger to a host of others. 

Or, if his authority permits, a trustee may fly to land and endeavor to wrest from 
it an income. The results, however, cannot be certain. If he buys urban real estate, 
mounting taxes and expenses of operation may be more than the rents; he may be 
limited in his charges by law. If he buys farm property he is likely to experience 
the difficulties which have plagued farmers for the past eighteen years. No, flight, 
whether to foreign currencies or to commodities or land, has led to no safe haven for 
the trustee. 

The second course of action starts in the same direction but eventually diverges. 
It contemplates an ultimate return to dollars but in increased numbers. Decreased 
purchasing power is to be compensated by more dollars. The increase is to come 
not through production but from a rise in the market. The suggested medium for 
the speculation is common stocks. Corporate shares largely represent tangible 
property and earning power. On the other hand they are dealt in apart from the 
property and ordinarily can be converted more easily into cash. Thus in theory they 
give the protection of tangible property coupled with an earning power which keeps 
pace with inflation, but can be changed into dollars when the top of the inflationary 
movement has been reached. If the speculation has been successful the number of 
dollars will have been increased to compensate for a loss in their purchasing power. 

Were the sequence sure this course would have much to commend it. But how 
certain is the speculation? If a corporation is operating at a loss its losses are in- 
creased by inflation. Multiple regulations and mounting taxes are keeping corpora- 
tions from accustomed profits. It seems improbable that Congress would allow 
equity owners to keep the unearned increment which might result from inflation. 
The problem of management becomes an important factor. Even the German ex- 
perience is not altogether reassuring. Dr. W. S. Landis, who made a study of the 
post-war experience there, says, “The mortality of business at this period was perfectly 
enormous,”? and concludes his report with this quite unexpected paragraph: “The 
situation with respect to fixed interest bearing obligations looks quite distressing on 
the face of it, but in conversation with German bankers they told me that as a whole 
a large portfolio of bonds . . . probably showed a better average liquidating value 
at the end of the inflation than a similar large portfolio of common stocks.”? Among 
purchasers of stocks “only the nimblest speculators,” in the words of Walter Lipp- 
mann, were successful. While a trust portfolio may often properly contain common 
stocks of investment quality, the purchase of stocks by a trustee as a hedge against 
inflation is a doubtful and dangerous procedure. 


7 Lanpis, AN ENGINEER Looks at INFLATION (Duke Endowment, 1933) 18. 
* Id. at 27. 
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But should he make the experiment? Should a trustee of dollar obligations at- 
tempt to maintain the purchasing power of his trust? Is he under moral or legal 
obligation to do so? This brings us close to the heart of our problem, for if he is 
then there is no other course but to feel his way along the paths already indicated; 
if he is not then the parties may discover other less dangerous ways to accomplish 
the main purposes of the settlor of his trust. 

For our answer to these questions we must look in three places, in the fundamen- 
tal nature of the trust relationship, in the desires and purposes of those who leave 
their property in trust, and in the books of decided cases. 

A trustee is defined as one “to whom property or funds have been committed in 
the belief and trust that he will hold and apply the same for the benefit of those 
who are entitled” thereto. He is the conservator and not the creator of corpus. But 
what is the nature of the corpus which he is expected to conserve? Two conceptions 
which have emerged have been described by Nathan Isaacs of the Harvard School 
of Business Administration as the Res and the Quantum Theories.? The Res Theory 
conceives of corpus as a thing. It may be land or commodities, or shares of stock, 
or even bonds. Their value may go up or down in terms of dollars or purchasing 
power. The trust may profit from an unearned increment or its value may be 
impaired or entirely destroyed. These changes do not enter into the accounting of 
the trustee. The corpus has been preserved. 

The Quantum Theory is quite different. It speaks of values and not of things. 
A settlor who creates a trust ordinarily thinks in terms of dollars and not of the 
particular securities deposited. If the trust is worth $100,000 at the outset he expects 
that it will remain a hundred thousand “dollars.” The remainderman, too, expects 
to receive $100,000 worth of securities at the end rather than the particular securities 
with which the trust started. It is little consolation to one who is handed a seriously 
impaired stock or bond to be told that it is the very security received from the settlor. 
On this theory the principal to be preserved is a value and not a thing. It is a 
quantum and not a res. 

While there has been a curious inconsistency in the adherence to either of these 
theories in trust accounting, for most purposes the quantum theory is in the clear 
ascendancy. Ordinarily a trustee has been considered blameless if he has maintained 
the dollar value of his trust and blameworthy if he has not. 

It may be suggested that it is but an extension of the quantum theory to require 
a trustee to maintain a value measured in terms of purchasing power rather than of 
the monetary unit. Let us see what this means. Obviously it is impossible to main- 
tain the purchasing power of the dollar during inflation. By definition a stable dollar 
and an inflated currency are mutually exclusive. It is the purchasing power of a 
fund and not of the dollar that is to be maintained. If values are to be reckoned in 
dollars it means that the number of dollars must be increased. This is done by con- 
verting dollars into tangibles or the evidence of tangible things, holding them until 


* Isaacs, Principal—Quantum or Res? (1933) 46 Harv. L. Rev. 776. 
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dollars have cheapened, and by then exchanging them for more dollars. This is 
speculation in dollars. Of if purchasing power is not to be measured in dollars we 
must resort to a yardstick which represents a relation in value between a particular 
thing and a composite of all other desirable things. Obviously this would be a 
variable norm and impossible of exact determination. A commodity dollar represent- 
ing a composite of a few standard commodities properly weighted would be a rough 
approximation, but only an approximation, to a true unit of relative values. It would 
represent the barter value of a thing in relation to a few others. It would probably 
have to serve as the unit for accounting purposes, for without some unit no account- 
ing would be possible. Thus far the business world has accepted no such unit. Un- 
less, then, we are to assume that trusteeship requires a trustee to shift from dollars 
into things and to hold them on the res theory, rendering his accounts in terms of a 
theoretical and non-existent unit of value, we are forced to conclude that a trustee 
has no duty to attempt to maintain the purchasing power of his trust. 

But perhaps a more realistic approach to our problem can be found in the essen- 
tial purposes and wishes of the average settlor. These, of course, are the ultimate 
criteria. Why does a person acquire property and leave it in trust for others? The 
motives which lead to the acquisition of property are numerous. At the outset the 
chief motive is to provide for the physical necessities and comforts of himself and 
family. Beyond that it is the acquisition of power and the joy of the game. But the 
pleasure of acquisition cannot be transmitted to posterity, and the power of an heir 
is limited when his property is placed in trust. Trusts are created primarily to pro- 
vide for the sustenance and comfort of immediate dependents. With remote re- 
maindermen a settlor is little concerned. He wants protection for his wife and 
children. Anyone who has dealt with testators knows how security for these im- 
mediate members of the family looms as the dominant and overwhelming con- 
sideration. Ordinarily he wants the entire income at their disposal; if that is not 
enough he wants the trustee to use the principal; principal acquired during lifetime 
is often buttressed by insurance. He wants to provide a backlog for those for whom 
he is responsible. He does not want to risk the safety of life tenants to provide an 
inheritance for remaindermen. He does not want speculation, even in dollars, if we 
can judge from the investment provisions of most wills. Although the dollar has 
fluctuated widely in the past, and although the possibility of inflation is well known 
today, there has been virtually no direction on the part of testators to attempt to pro- 
tect against it. Apparently they have preferred to make other provisions for their 
beneficiaries, or even to contemplate for them a reduced standard of living rather 
than to expose them to the undoubted dangers of dollar speculation. 

The third direction in which we can look for an answer is to the decided cases. 
Is there anything in the books which requires a trustee to maintain a value for his 
trust in relation to something other than money? Nothing whatever. There seems 
to be no case where a trustee has ever been surcharged merely because the purchasing 
power of his trust had diminished due to a change in the value of the dollar. On the 
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other hand the duties of a trustee have frequently been set down in broad but specific 
terms. A trustee must eschew “all investments for an uncertain and doubtful rise 
in the market.” He must provide an income for the life tenant which is both “rea- 
sonable and regular”; and he must so invest the fund “as to preserve its value.” 

Speculation is defined as “buying and selling, not in the ordinary course of com- 
merce for the continuous marketing of commodities, but to hold in the expectation 
of selling at a profit upon a change in values or market rates.” The purchase of 
commodities or common stocks to be held for a market rise, even though the ex- 
pected rise is to come from inflation, certainly is a speculation, denounced by the first 
principles of trusteeship. 

Nor can “reasonable and regular” income be assured by the practice. Com- 
modities held for a profit produce no income; the returns from real estate are uncer- 
tain; while dividends on certain stocks have become fairly regular this is merely by 
custom and not by agreement. Practically they stop before interest. By any of these 
methods the reasonableness and regularity of income is sacrificed for an anticipated 
but uncertain appreciation in principal. 

But what of maintaining “value”? If value is measured in dollars inflation 
creates no problem. But if “value” means purchasing power a trustee is clearly on 
the horns of a dilemma. Either he must speculate in dollars and violate the first and 
second principles, or he must keep the dollars he has and violate the third. 

We come to the conclusion, therefore, by three approaches that a trustee has no 
duty to attempt to maintain the purchasing power of his trust. Through some of 
the suggested courses an individual who can take the chances may succeed. In the 
German experience Dr. Landis remarks that “there were a few lucky speculators 
who held their capital through the inflation by switch and lucky guesses, but the 
number is almost infinitesimal.”* The dollar may fluctuate widely in America, and 
there may be some speculators who will profit by switches and lucky guesses, but 
such a course is not open to the ordinary trustee. 

Of course, it is always within the power of one planning a trust to give specific 
instructions. He may go the full length of directing his trustee to adopt the usual 
hedges against inflation. Whether a responsible trustee will be willing to undertake 
the task is for him to decide. If the direction to buy common stocks for a market 
rise is clear and if a trustee embarks upon the program he will invest ordinarily in 
companies which are not heavily in debt, which are conservatively managed, which 
have large stores of raw materials, where the cost of production will not mount as 
fast as the dollar depreciates, and where the price of the commodity can easily and 
rapidly be changed. 

If stocks are to be bought diversification becomes of the greatest importance. 
Some stocks do well during inflation while others do very badly. In theory a well 
diversified list of stocks managed through an experienced and successful investment 
trust has many’ advantages. It will never be safe to specialize in a single stock. 


* LanDis, op. cit. supra note 1, at 21. 








366 Law anp CoNTEMPORARY PROBLEMS 


But even within the framework of conservative trusteeship there are some things 
which a settlor and his trustee can do better to insure the accomplishment of the 
essential purposes which the settlor has in mind. Let us come to some positive 
suggestions. 

We have spoken of the theoretical usefulness of a commodity dollar. A settlor 
may create a commodity dollar of his own. A beneficiary whose income is related 
to a commodity index will not suffer as a result of inflation. If the index goes to 125 
or 150 in relation to an established par his dollar income will be augmented to the 
extent of 25% or 33%%,- Its purchasing power will remain the same. On the other 
hand if the index falls below par the beneficiary will not profit and the principal will 
be recouped. It is possible for a settlor to provide that remittances to his beneficiaries 
shall vary with the cost of living as measured by some commodity index rather than 
be limited to income. The plan has much to commend it. It would reasonably 
insure the comfort of the first objects of his bounty. Remittances in excess of income, 
of course, would come from principal. If inflation was moderate the impairment 
would not be great; if it became cataclysmic no device would avail. 

If a testator does not care to be as precise as the foregoing would require he can 
give his trustee broad power to invade principal for the benefit of life tenants as the 
situation from time to time may demand. Inflation is not the only thing which may 
affect the needs of a wife or children. Sickness may come, children may need to be 
educated, income may dwindle, circumstances may change in many ways, each 
making income insufficient for necessary expenditures. For all of these the trustee 
should have power to provide. An independent judgment which can pass upon the 
merits of current demands should be lodged in the person of the trustee. What 
matter if the principal is reduced? The trustee can see to it better than the decedent 
that the fund serves its purpose to the best advantage. If the fund is seriously re- 
duced or even entirely consumed it will probably more nearly have served its purpose 
than as though life tenants had been allowed to suffer privation to preserve a 
principal for distant and unknown remaindermen. 

It may be wise for a testator to authorize his trustee to buy a home for de- 
pendents, if one is not already provided, and to hold it as a part of the trust. This 
seems to be a sensible way of assuring one of the first and most important require- 
ments of a beneficiary. 

There is something to be said for making it possible for a trustee to set up a 
beneficiary in a small business of a personal service nature, involving but a small 
investment of capital, where the overhead would be light, and the charge could be 
rapidly changed. 

Trustees as a body are allied with all others who are interested in maintaining 
the purchasing power of accumulated wealth and should be active in teaching the 
social importance of a sound currency. But aside from the few simple devices which 
have been suggested there seems to be little that a conservative individual or his 
trustee can do in the face of possible inflation. To some this will sound like defeat- 
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ism. They will charge cowardice and inefficiency. To others I trust it will sound 
like common sense. Trusteeship has its limitations. Conservatism is one of them. 
But conservatism may also prove to be a tower of strength. A settlor planning for 
the long future must make his choice and accept the consequences for good or for ill. 

The problem of a fluctuating value for money is one calling for the ~nsideration 
of both settlor and trustee. Neither can deal satisfactorily with it alone. Unless a 
settlor indicates in advance a course which he wants his trustee to take with respect 
to inflation, and clothes him with powers adequate for its pursuance, there is little a 
trustee can do. He must assume that the settlor has intended an administration ac- 
cording to long established principles. Unless a trustee is granted full immunity he 
cannot safely depart from the requirements of decided cases. He cannot adopt a 
course of his own choosing. 

Whether the immediate prospect is one which justifies letting go the pilot of 
experience in the investment of trust funds is at least doubtful. There is danger of 
becoming seized with panic at the first mention of inflation. The story of the as- 
signat and the mark is a gloomy one, but our economic condition has little which 
parallels the situation in France at the end of the Eighteenth Century or in Germany 
after the World War. Because Continental currency and Confederate money became 
worthless is little reason to expect a like fate for the American dollar. While our 
national debt is large it:is not yet disproportionate to our potential productive 
capacity. We are still rich in natural resources and in facilities for production. The 
present depression is evidence of the difficulty of starting a boom and of the potency 
of means for stopping one when it is once started. 

A thoughtful settlor will weigh the prospects dispassionately and will order the 
course of his trustee accordingly. If he wants a streamlined trust able to move 
swiftly from bonds into stocks, and from stocks into commodities, and from com- 
modities into pounds, or marks, or francs, or yens and then back into dollar bonds, 
it is within his power so to provide, The trustee, if a satisfactory one can be found, 
will then take on the aspects of an investment counsel with a speculative tinge. He 
may succeed in a large way, or he may fail miserably. If a settlor believes that in- 
flation is just around the corner he may want to take the chance. If he is less sure 
he will probably do well to hold to first principles, supplemented by some of the 
devices here suggested. 

In this program of making a trust fulfill its function a trustee can do much both 
through planning with the settlor in advance and through sympathetic administra- 
tion as the need arises. But the trustee who steps out of his prescribed or accustomed 
role and volunteers to become the savior of the purchasing power of his trust is 
embarking upon a course which may prove dangerous to himself and disastrous 
to the beneficiaries whom he professes to serve. 








THE “FIXED-INCOME,” “ANNUITY” AND “MODERN- 
IZED” TYPES OF TRUST 


H. G. Carpenter* 


Discussions of the problem of the investment of trust funds are usually, and quite 
naturally, premised on the assumption that the trusts giving rise to the problem are 
of the conventional type. However, recent years have witnessed a significant de- 
parture from the customary trust in the development of the “Fixed-Income,” “An- 
nuity,” and “Modernized” types of trust. Since resort to any of these trust forms 
presents for the trustee an investment problem quite different from that confronting 
him under a trust of the usual type, a comprehensive treatment of the trust invest- 
ment problem calls for a consideration of these newer trust forms in relation to that 
problem. 

The “Fixed-Income,” “Annuity” and “Modernized” types of trust differ slightly 
from each other. That difference will be explained near the end of this paper. The 
three of them join, however, in a common dissimilarity to the conventional trust in 
that the latter provides that earned income only shall go to the life tenant, the entire 
corpus supposedly to be conserved for the remaindermen. The “Fixed-Income,” 
“Annuity” and “Modernized” types provide for stipulated payments to the life tenant 
regardless of what income may actually be earned. 

In treating the subject of the “Fixed-Income,” “Annuity” and “Modernized” types 
of trust, the author assumes that this article may be read by both trustees and trustors, 
or at least by the latter’s legal representatives. It shall be his aim, therefore, to discuss 
this type of trust from the point of view of its advantages both to trustees and to 
trust beneficiaries. The plan seems to harbor no disadvantage for either. 

Whence came the conventional, “earned-income-only to the life tenant” trust 
form, and how it could possibly have achieved such almost universal usage, it is 
apparently futile to speculate. Probably the first trusts were employed by wealthy 
testators whose estates were of adequate size to warrant this conventional form—that 
is, their earnings, even at low rates of interest, were ample to support the life tenant 
on the scale to which she was accustomed. When, however, this conventional form 
is employed for estates whose size is so small that earnings of 6%, 5% or even 4% 


* Vice-President, E. W. Axe & Co., Investment Counsel, New York City. Author of 4 Successful 
Investor's Letters to His Son (now in its 15th printing) and contributor to periodicals on financial subjects. 
The present article will constitute a chapter in the author’s forthcoming book, 4 Successful Investor 
Writes to His Wife. 
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are necessary to maintain the life tenant at her customary scale of living, then indeed 
does the conventional trust fail. It not only fails to achieve the purpose of the testator 
with respect to both life tenant and remaindermen, but it also involves the trustee in 
problems of investment management which are practically impossible of solution. It 
is probably safe to say that much of the unsatisfactory investment management of 
trust companies, of late years, has been due in no small measure to this conventional, 
“earned-income-only to the life tenant” type of trust instrument under which they 
have been operating. 

Let us see how this disservice to beneficiaries and this intensification of the difh- 
culties of investment management to trustees are brought about by the conventional 
form of trust. 

There are occasional instances of testators whose chief interest and regard, for one 
reason or another, center in the remainderman or—men, and whose concern for the 
life tenant, usually the wife, is secondary. But these instances are comparatively so 
rare that for the purpose of this discussion it may safely be assumed that the prime 
concern of the average testator is for his wife. He wants her, should he predecease 
her, to live out her days with the same degree of comfort she has enjoyed prior to 
his death. 

Mr. Smith is a man who has accumulated several hundred thousand dollars. He 
and his wife have lived modestly and comfortably on $12,000 per year. During the 
period he has been investing money (let us say from 1910 to 1930) he has been 
able to secure an average return of 5%. He has allowed for all liabilities including 
death duties and finds that, should he die, his net estate will equal or slightly exceed 
$200,000. He believes that his wife’s living expenses, without him, should be not 
more than $10,000, which would be 5% of $200,000. He wants to avoid the possibility 
of duplicate estate taxes when his wife dies and he therefore incorporates in his will 
the conventional trust, providing that his wife shall receive the earned income (pre- 
sumably 5%) as long as she lives, the corpus to pass, at her death, to his two children. 
Such an arrangement appears sound in every respect to Mr. Smith and he dies in 
1930, happy in the thought that his wife will be supported in comfort through her 
remaining years, and that his children will each receive $100,000 when his wife 
passes on. 

But Mr. Smith, never having died before, has failed to contemplate several 
eventualities, and those with whom he has advised—his lawyer and his trust com- 
pany—have failed to warn him. Interest rates begin to decline. This economic 
phenomenon might well have resulted from natural causes. That the government 
took a hand in “easing money” made no difference. The result was the same. 
Within a few years it developed that the same high grade of security could not be 
purchased at a yield of 5%. Bonds and mortgages which formerly yielded 5% were 
called and reissued at 45%, or 344%, or even 3. 

Now we come to the breakdown of the conventional, “earned-income-only to the 
life tenant” type of trust. Let us mark its triple failure: (1) in its intensification of 
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difficulties for the trust company, (2) in its failure to provide adequate income for 
the life tenant, and (3) in its failure to conserve the capital of the remaindermen. 

The trust company Mr. Smith had selected was soon faced with the question of 
whether it should adhere to high-grade bonds, thus decreasing Mrs. Smith’s income, 
or invest in lower-grade securities in which a greater degree of risk would have to be 
assumed, It is not at all difficult to imagine the tone of the conference at which 
the decision was made. Visualize Mr. Brown, Mr. Black and Mr. White. 

Mr. Brown: “I have called this meeting for the purpose of making a decision on 
the Smith trust. We must either ask Mrs. Smith to accept a smaller income or we 
must begin to invest in lower-grade securities. Which shall it be?” 

Mr. Black: “I hate to do either, but certainly it must be one or the other. What 
do you say, Mr. White?” 

Mr. White: “Well, I knew Harold Smith better probably than either of you. I am 
sure he placed his trust with this bank because he felt we would have a personal 
interest in his wife. I know that Harold, first of all wanted his wife taken care of— 
wanted her to continue to live on the same scale to which she has been accustomed. 
I hate to cut down on the grade of securities just as much as you two do, but I think 
we had better try to keep Helen’s income at $10,000. I know Harold would want us 
to do it that way if he were here. Of course, we must continue to invest in ‘legals,’ 
the trust doesn’t permit us to invest outside, but there are a number of issues that 
are yielding five and some of the real estate bonds and mortgages yield six. Do the 
best you can, Walter, but keep her income up by all means. These low rates won’t 
last forever and we can switch back into the higher grades when interest rates 
stiffen a little.” 

And so it was decided to depart from the high-grade issues—to maintain a 5% 
income for Mrs. Smith. 

But interest rates did not “stiffen a little.” They kept getting lower and lower, 
and, as is always the case when an investor seeks 5% in a 3°%% market, some of those 
5% and 6% bonds and mortgages defaulted, while others declined drastically in 
prospect of default. What had happened to the “Smith” trust is precisely what has 
happened to thousands of other trusts throughout the country. The trust company 
and the lawyer knew that Mr. Smith’s chief concern, when he set up the trust, was 
for his wife, yet they advised or permitted him to employ a trust instrument which 
made it practically impossible for the trust company to carry out his wishes. Results: 
(1) The trust company had a much more difficult task than it might have had, and 
eventually suffered considerable embarrassment because of the ill success of the man- 
agement; (2) Mrs. Smith’s income eventually had to be reduced; (3) the corpus of 
the trust, which was to have been conserved for the remaindermen, was sadly 
depleted. 

Now let us see how the “Fixed-Income,” “Annuity” and “Modernized” types of 
trust could have avoided this triple failure. That type does not limit the life tenant's 
income to what may be earned. It provides that she shall draw a stipulated amount 
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per year, regardless of earnings. Had Mr. Smith’s trust been of that type, the 

situation would have been changed as follows: 

1. The trust company personnel would have had a much simpler investment prob- 
lem. They could have invested in high-grade bonds and mortgages yielding 3% 
instead of looking for 5%, and they probably would have avoided the embarrass- 
ment of a poor management record, not to mention the possibility of surcharge. 
(I say “probably” because the problem of successful investment management is 
not so simple that mistakes are not possible, even in issues yielding 3%.) 

2. Mrs. Smith would have received her $10,000 per year, just as her husband had 
planned, instead of having her income reduced, perhaps drastically. 

3. The corpus of the trust would have been reduced by 2% or less each year; but let 
those who would worry about a reduction of 2% per annum compare that figure 
with the losses sustained in a program devoted to securing a 5% return in a 3% 
market. It must be borne in mind too that Mr. Smith, like most testators, regard- 
less of the amount to be received by his children, wanted his wife taken care of 
first. “I know Harold would want us to do it that way if he were here.” 


The Customary “Invasion of Principal” Clause Inadequate 


Why any officer of a trust company, of all people, should shun the “Fixed- 
Income,” “Annuity” or “Modernized” type of trust is beyond comprehension, but 
for some reason many of them do, and their usual response to the suggestion is that 
their customary clause, providing that principal may be invaded for the support and 
comfort of the life tenant, is adequate to take care of any situation which may arise. 

The customary “invasion of principal” clause would seem to be entirely in- 
adequate for this purpose for three reasons. In the first place, no testator who has a 
proper respect for his wife will want to place her in a position where she will have 
to argue with some junior (or senior, for that matter) trust officer as to whether she 
may draw $600 this month (and the next, and the next) or $800, or some other 
figure. But argue she will have to, it seems certain, under the customary “invasion 
of principal” clause, where the wisdom of the withdrawal must be approved by the 
trustee, and sometimes by the court. She will have to argue, and argue very con- 
vincingly, for the trustee cannot permit himself to be swayed solely by her needs. 
Under the conventional trust the trustees must also bear in mind the interests of the 
remaindermen. If they are too free in their invasion of principal for the life tenant, 
how can they be assured that one of the remaindermen will not take it into his head 
ten or twenty years from now to surcharge the trust company? Trustees are very 
careful about matters of this kind. They have to be, for they have had some bitter 
experiences in the actions of remaindermen, particularly after “mother” has passed 
away and the trust is ready for distribution. Furthermore, the very conditions which 
require “invasion of principal” are likely to necessitate the sale of securities at ab- 
normally low prices. Clearly the customary “invasion of principal” clause will prove 
a poor substitute for the “Fixed-Income,” “Annuity” or “Modernized” trust plan. 
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Administrative Detail Less Involved 


There is one type of administrative detail in the conventional form of trust 
(among others of similar nature) which has caused no little trouble to trust institu- 
tions of late years. In the case of a stock dividend, shall it be credited to income or 
to principal? Shall the wife get it, or the children? And the distribution of the 
salvage from defaulted mortgages on unproductive real estate? How shall that be 
divided between life tenant and the remaindermen? Indicative of the concern of 
fiduciaries over this problem is a recent subtitle of a magazine article on this subject 
which reads: 


“Solving One of the Most Complicated and Expensive Problems 
of the Fiduciary, with Justice to Beneficiaries” 


Administrative problems of this nature exist to a much less degree when the 
“Fixed-Income,” “Annuity” or “Modernized” type of trust is employed—another 
reason, one would think, not only for trust companies’ acceptance, but for their 
preference for this type of trust. Furthermore the risk of surcharge for errors is 
reduced. 

Provision for Excess Earnings 


If, for example, in the “Smith” case, actual earnings of the trust during a given 
year exceed $10,000, what shall be done with the excess? In some states, including 
New York, it is illegal for the trustee to accumulate income, except under conditions 
which would not be helpful, under circumstances such as these, or those that would 
usually be encountered. Accordingly, the trust should, of course, include a provision 
that in the event of such excess earnings, the excess must be paid to the life tenant 
or to some other designated beneficiary. 


Income Taxes 


“What about income taxes,” the writer has been asked, “under the ‘Fixed-Income,’ 
‘Annuity’ or ‘Modernized’ type of trust?” 

There would seem to be nothing here to worry about. On the other hand, there 
might be a distinct advantage. Under present Internal Revenue Bureau rulings and 
court decisions, I believe I am correctly informed that income earned by a trust of 
the “Fixed-Income,” “Annuity” or “Modernized” type (depending upon the terms of 
the trust) is taxable to the trustee, the tax, of course, being paid from the corpus of 
the trust.1 Thus, in the “Smith” case, even though Mrs. Smith received $10,000 per 
year from the trust, income tax would be paid by the trustee only on the earned 
income, let us say $6,000. But suppose that Mrs. Smith has other income, perhaps 

* The leading cases are Burnet v. Whitehouse, 283 U. S. 148 (1931), and Helvering v. Butterworth, 
290 U. S. 365 (1933). The subject is discussed in Brown, Some Unsolved Tax Problems of Fiduciaries 
(Feb. 1938) 66 Trusr Companies 200. As the title of that article indicates, not all aspects of the subject 
have been definitely settled. Incidentally, where the trust provides merely for the invasion of principal at 


the discretion of the trustee, the Board of Tax Appeals has ruled that the tax is imposed upon the 
beneficiary rather than upon the trustee. Id. at 27. 
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$9,000 from another source. Under the conventional “earned-income-only to the life 
tenant” type of trust, she would pay the income tax—and she would have to pay on 
the basis of @ total income of $15,000. Under the “Fixed-Income,” “Annuity” or 
“Modernized” type of trust, she would pay her tax on a total income of $9,000, and 
the trustee would pay on the basis of a total income of $6,000—a considerable saving 
because of the lower brackets. 


The “Fixed-Income,” “Annuity” and “Modernized” Types of Trust Differentiated 


The three separate terms named above are currently used to designate that type 
of trust which pays the life tenant a stipulated sum per annum, regardless of the 
income which may be actually earned, but as hereinbefore mentioned, there are 
slight differences between the three. With the goal of becoming better acquainted 
with this general type of trust, and of comparing special features and objectives, let 
us examine each of the three conceptions in some detail. 


A. The “Fixed-Income” Type of Trust 


As the designation implies, this type of trust is designed to pay the life tenant a 
“fixed income”—a certain number of dollars per year, regardless of the actual earn- 
ings of the trust, which might, as far as the designation implies, be either less or 
greater than the amount to be paid the life beneficiary. The inference, in contrast to 
the term “annuity,” would’ seem to be that there is no question but that the corpus 
of the trust is adequate in size to stand any measure of drain to which it might be 
subjected, due either to the excess of withdrawals over earnings, or to the protracted 
longevity of the life tenant, or both. 

May we not say, then, that the term “Fixed-Income Trust” envisages a trust of a 
size so ample that earnings—while they may vary from year to year (or from 
quinquennium to quinquennium, for that matter)—will, over the long term, prove 
approximately ample to cover the stipulated withdrawals? 


B. The “Annuity” Type of Trust 


The term “Annuity” suggests quite a different situation. An “annuity,” in the 
commonly accepted sense of the term, actually implies a reduction of principal year 
by year. The term implies, moreover, that the principal, reduced gradually, will last 
just long enough to pay the annuitant his annual stipend until death. 

The life insurance company knows, from its mortality table, that the average man 
of sixty will live fourteen and one-tenth years, but John Doe may live to be eighty 
while Richard Roe dies at sixty-two. It is impossible even to guess at the expectancy 
of an individual trust beneficiary, but the term “Annuity Type of Trust” most cer- 
tainly implies that a portion of the principal will have to be used each year to keep 
up the payments which have been designated in the trust for the life tenant. 

The maker of an “Annuity” type of trust, we may conclude, therefore, differs 
from the maker of the “Fixed-Income” type in that the former deliberately plans a 
gradual reduction of principal, with no thought of restoration, while the latter 
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visualizes perhaps temporary withdrawals from principal, which he at least hopes 
will be replaced from earnings as time goes on. 


C. The “Modernized” Type of Trust 


The term “Modernized,” as applied to a type of trust was a coinage of the author 
in his article, “A Modernized Trust Plan,” which appeared in the April, 1937 issue 
of the magazine Trust Companies. 

‘ The “Modernized” conception conforms to the pattern of the “Fixed-Income” 
and “Annuity” types in that it contemplates withdrawals from principal, but it goes 
further than either of the others in the following respects: 

1. It proposes not only to afford the life tenant a steady dollar income regardless of 

the actual earnings of the trust, but it also contemplates a change in payments to 

her in the event that the cost of living changes. 

Instead of the customary “dollar conservation” method of investment, which is 

presumably to be employed in the management of the “Fixed-Income” and 

“Annuity” types, the “Modernized” conception envisages the “purchasing power 

preservation” method of investment management. 

3. And lastly, if the annual withdrawals are not too great a percentage of the prin- 
cipal, the “Modernized” plan, under competent investment management, at least 
hopes, over each five or ten year investment cycle period, to offset withdrawals 
from principal with portfolio appreciation. 


2 


. 


Today’s investor, or testator, or prospective life tenant under a trust is confronted 
with a set of conditions which have had no parallel in American economic history. 
Our dollar has already been devalued by forty per cent, our governmental budget 
stands unbalanced year after year, while billions of dollars continue to be poured 
into the bottomless pit of managed economy. An heretofore never equalled base for 
credit has been laid. These three factors may not produce a marked degree of 
“inflation” with its concomitancy of increased living costs. There is probably still 
time to avoid it. On the other hand, however, there is undoubtedly a great deal of 
risk. Ten thousand dollars per year seems ample for Mrs. Smith now; but if living 
costs double during the next five to ten years, she will be just as badly off with her 
$10,000 income as she would be, were her cost of living to remain the same and her 
dollar income to be cut in two. It is this sort of contingency that the users of the 
“Modernized” form of trust envision. If Mr. Smith wants his wife to continue 
to live on her accustomed scale, he may, with the “Fixed-Income” or “Annuity” types 
of trust, be protecting her against only one eventuality—low interest rates—while the 
real pinch may come as a result of the lowered purchasing power of her dollars. It is 
with this thought in mind that the “Modernized” form provides for a variable 
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income. 
This change in dollar income may be worked out in several ways. One method 
might be to relate the life tenant’s income to the cost of living index maintained by 
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the United States Bureau of Labor Statistics, or to some other similar index. The 
index figure on the date of the testator’s death could be stated as parity for a $10,000 
payment per annum to the life tenant. Annually thereafter, on each anniversary of 
the testator’s death, the payments for the ensuing year could be increased or de- 
creased by the same percentage that the index figure varies from the previous year. 

An alternative plan, for the testator who has implicit faith in his wife’s judgment 
and discretion, is to provide that she may, at her own discretion, withdraw as much 
principal as she needs for her comfort and support. This provision should of course 
be avoided in cases where there is any possibility that the life tenant may be vulner- 
able to the pleas of the indigent or the designing—relatives or others. 

And then there is the situation of the testator who sees the investment manage- 
ment handicaps of leaving his wife only the earned income, but who prefers that 
she be favored or penalized, as the case may be, in the event that the value of the 
estate appreciates or declines. This sort of testator will provide that his wife receive 
a stipulated percentage of the value of the estate as it is appraised annually on the 
anniversary of his death. For example, in the case of the $200,000 Smith estate, Mrs. 
Smith, at five per cent would receive $10,000 the first year after her husband’s death. 
If the estate appraised at $210,000 the next year, she would receive $10,500; but if it 
declined to $190,000, she would receive but $9,500. Thus, instead of being in conflict, 
as in the conventional trust,, the interests of the life tenant and remaindermen are 
made identical. If the investment managers are able to increase the corpus of the 
trust, both the life tenant and the remaindermen profit. On the other hand, if the 
corpus of the trust declines, both the life tenant and the remaindermen must suffer. 

As suggested in indented paragraph numbered “2” above, the “Modernized” type 
of trust visualizes the “purchasing power preservation” method of investment man- 
agement, rather than the conventional “dollar conservation” method which is usually 
employed by trust companies. “Purchasing power preservation” demands experience, 
training, facilities and methods quite distinctive from those employed in “dollar 
conservation” and it is for that reason that the services of a trust company are fre- 
quently supplemented by those of competent investment counsel when the “Modern- 
ized” type of trust is employed. It is not to be inferred that investment counsel must 
be employed. The thought to be borne in mind is that many trust institutions are 
inexperienced in “purchasing power preservation.” 

Furthermore, the risk of surcharge is probably much greater. Before that type of 
management (purchasing power preservation) is entrusted to any organization— 
trust company or investment counsel—proof of its ability should be demanded. 

Before closing, may the author remind the reader—especially the trustee reader— 
that the suggestions in this article, of course, can have no bearing upon trusts of the 
conventional, “earned-income-only to the life tenant” type which are now being ad- 
ministered? How such trusts are to be successfully managed, how adequate income 
is to be earned for life tenants, and how principal is to be conserved for remainder- 
men, are the problems of the trustees who (or whose predecessors) accepted that 
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type of trust. The question for the future, for every trust man and trust institution 
to ask him- or itself, is: “Are we going to continue to make the same mistake?” 

Attorneys and testators too, it would seem, may well profit from the unfortunate 
experiences of trustees and beneficiaries under the conventional, “earned-income-only 
to the life tenant” type of trust, and, depending upon the circumstances surrounding 
each separate case, consider the “Fixed-Income,” “Annuity,” and “Modernized” types 
for their clients and their clients’ future beneficiaries. This will require thought and 
time and work on the part of both attorney and testator. Too, it will at times seem 
that no plan can be devised which will exactly suit the particular requirements of 
the case at hand. Testators and attorneys should not be restrained or discouraged by 
such obstacles. They are common experiences. Perfection in a will or trust probably 
cannot be achieved. It is very difficult if not impossible to see twenty or thirty years 
ahead. The testator and his attorney, however, can avoid provisions which make 
investment management difficult, and intended benefits to beneficiaries impossible. 
They can create instruments which will be adapted to the particular circumstances, 
objectives and preferences of the testator—if they will devote time and thought to the 
problem instead of copying a standard form.? 


* The limit of space in the above article has precluded the detailed observations the author would have 
liked to make both on the “Modernized” type of trust (including the advisability of the employment of 
the “purchasing power preservation” method of management by trust companies) and on the problem of 
selecting competent investment advisers. Sample will and trust clauses also might well have been intro- 
duced, had space permitted. . 

For those who may desire additional information, two other articles and an address by the author of 
this article will prove of interest. 

“A Modernized Trust Plan,” an article which appeared in the April 1937 issue of the magazine Trust 
Companies. 

“Trust Service and Investment Counsel Service,” an address before the Trust Division of the American 
Bankers Association at the Hotel Waldorf-Astoria, New York, on February 15, 1938. 

“What to Look for and What to Disregard in Selecting Competent Investment Advisers,’ 
which appeared in the August 1936 issue of the magazine Trust Companies. 

Reprints of the above, as well as sample will and trust clauses, may be secured, at no cost, by addressing 
the author in care of this publication or at 730 Fifth Avenue, New York City. Ep. 
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TRUST INVESTMENT PROVISIONS WHICH HAVE 
WORKED WELL 


Grpert T. STEPHENSON* 


The quality of the investment of trust funds, after all, depends in no small degree 
upon the investment provisions of the will or trust agreement under which the trust 
is being administered. The law gives testators and settlors the right largely to “write 
their own ticket” with respect to the trust investments. Testators and settlors, by 
means of wise investment provisions, can make it possible for the trustee to do its 
best job in the investment of trust funds and, on the other hand, by means of unwise 
investment provisions, can make it impossible for the trustee to do a first-class job. 
For example, the trustee simply cannot render its best service if, by the investment 
provisions of the will or trust agreement under which it is acting, it is directed to 
retain investments which, it knows, it should dispose of or is directed to dispose of 
investments which, it knows, it should retain. But the trustee can have no reason or 
excuse for not rendering the best trust investment service it knows how to render if 
by the terms of the will or trust agreement it is authorized to acquire, retain, and 
dispose of trust investments in the exercise of its best judgment. 

Accordingly, any consideration of the law of trust investments should embrace a 
consideration of how the testator or settlor can best “legislate” in respect to trust in- 
vestments by the investment provisions that he has written into his will or trust 
agreement. 

In the preparation of a lecture which I delivered during the school year 1937-38 to 
the upper classmen of nineteen American law schools, including Duke University, I 
made a factual study of the investment provisions of wills and trust agreements 
which, in the experience of men who have had to administer trusts under them, have 
worked well and a factual study of other provisions which, in their experience, have 
not worked well but, instead, have given trouble. In this lecture’ I made little or no 

* A.B., 1902, A.M., 1904, Wake Forest College; A.M., 1906, LL.B., 1910, Harvard University. Direc- 
tor, Trust Research Department, Graduate School of Banking, American Bankers Association. Chairman, 
Committee on Policy and Program, Section of Real Property, Probate and Trust Law, American Bar Asso- 
ciation; Past President, Trust Division, American Bankers Association. Author: Guide Posts in Preparing 
Wills (with A. H. Eller); Living Trusts; Wills; Life Story of @ Trust Man; English Executor and Trustee 
Business; What a Life Insurance Man Should Know about Trust Business; The American System of Trust 


Business; Studies in Trust Business; Discretionary Powers of Trustees under Wills and Trust Agreements; 


Investment Provisions of Wills and Trust Agreements. 
1 Investment Provisions of Wills and Trust Agreements (The Graduate School of Banking, Am. 


Bankers Ass’n, 1938). 
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attempt to pass judgment on these provisions but, instead, merely presented the 
conclusions of the men who had been called upon to administer trusts under these 
provisions. Now, as my contribution to this symposium on the investment of trust 
funds, I am venturing to suggest certain trust investment provisions which, in my 
judgment, will prove to be helpful to trustees. 

The investment provisions of wills and trust agreements may be grouped under 
five heads as follows: (1) originals, (2) investments acquired from general estate, 
(3) new investments, (4) the investment powers of substitute or successor trustees, 
and (5) the investments of co-trustees. 


Originals 

An original, in the generally understood terminology of trustees, is a stock or bond 
or mortgage or any other item of property which is turned over to the trustee at the 
time the trust is established or later; the term is used in contradistinction to property 
acquired by the trustee, which latter is known as a new investment. In a vast major- 
ity of trusteeships under will and in a great many living trusts, the stocks, bonds, and 
mortgages delivered to and taken over by the trustee at the time the trust is set up 
are not such as the trustee would be authorized, either under the general law or by 
the terms of the instrument, to invest in de novo. The general rule of law, subject 
to certain statutory exceptions, is that, when a trustee takes over originals which are 
not authorized trust investments, it must convert the originals into authorized invest- 
ments within a reasonable time unless it has express authority under the instrument 
to retain such originals. Yet in the vast majority of cases, the testator or settlor 
would authorize the trustee to retain the originals if the matter were called to his 
attention at the time the will or trust agreement was being drawn. 

Ordinarily it is unwise for the testator or settlor to direct the trustee either to re- 
tain or to dispose of originals, for after the trust has been set up it may turn out to 
be highly inadvisable to retain in certain cases or to dispose of the originals in other 
cases. What the creator of the trust really should do and what he actually does in 
most cases when the matter is called to his attention is to authorize, not direct, the 
trustee to retain originals as long as to the trustee, in the exercise of its judgment, it 
seems best to retain them, with the implied or expressed authority to dispose of them 
as and when the trustee thinks they should be disposed of. The following provisions 
authorizing the retention of originals is suggested: 


To retain, without liability for loss or depreciation resulting from such retention, original 
property, real or personal, at any time received by it from the settlor (or executor) for such 
time as to it shall seem best, although such property may not be of the character prescribed 
by law or by the terms of this instrument for the investment of other trust funds and 
although it represents a large percentage of the total property of the trust estate; and to 
dispose of such original property by sale or exchange or otherwise as and when it shall 
deem advisable and receive and administer the proceeds as a part of the trust estate; and, if 
non-income-producing property is retained, then upon the sale, exchange, or other disposi- 
tion of such property, to make a reasonable apportionment of the proceeds between income 
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and principal so as to make up for the loss of income during the period of retention of the 
unproductive property. 

Three clauses in the above provision call for comment. They are: “Without liabil- 
ity for loss or depreciation resulting from such retention,” “although it represents a 
large percentage of the total property of the trust estate,” and “reasonable apportion- 
ment of the proceeds” of non-income-producing property. 

The “without liability” clause does not mean and should not mean that the trustee 
is without liability under any and all circumstances for loss or depreciation with 
respect to these originals. Such an exculpatory provision should not be depended 
upon to relieve the trustee of liability where the conduct of the trustee has been be- 
low the standard of the reasonably prudent man holding originals for such time as to 
him it seems best. 

The reference to the originals’ representing a large percentage of the total 
property makes it clear that the testator or settlor is aware that the retention of the 
originals is apt to throw the trust estate out of balance and prevent what otherwise 
would be proper diversification. Where the testator’s or settlor’s estate is composed 
overwhelmingly of a few favorite stocks or bonds, it is well for him, by some such 
provision, to make it clear that he knows the trustee in exercising its authority to 
retain originals may have to disregard its usual practice of diversification. 

If the trustee is to retain non-income-producing property, then it is but fair that, 
when such property is sold, the income-beneficiaries should share on some fair basis 
in the proceeds of the sale. 


Investments Acquired from General Estate 


Very frequently, particularly in connection with life insurance trusts, the settlor, 
if the matter is called to his attention, will wish to authorize, not direct, the trustee 
under his life insurance trust agreement to make purchases from, or to make loans 
to, the executor under his will, so as to provide the executor funds with which to 
pay debts, taxes, and administration expenses. If the money for these purposes is 
raised by means of a loan by the trustee to the executor, secured by stocks, bonds, or 
mortgages belonging to the general estate, then the only interest that the trustee 
would have in such stocks, bonds, or mortgages would be in case the executor could 
not pay off the loan and the trustee had to realize on its collateral. But where the 
money is raised by means of a purchase from the executor, then the stocks, bonds or 
mortgages acquired may and are likely to be, some of them at least, investments that 
would not be proper for the trustee to make in the first instance. 

The following provisions are suggested to cover such purchases from or loans to 
the executor under the will by the trustee under the life insurance trust agreement 
or, less frequently, under the living trust agreement: 

To Make Purchases from General Estate. To acquire by purchase, exchange, or other- 
wise property, real or personal, from the executor, administrator, or testamentary trustee of 


the settlor’s estate although such property may not be of the character prescribed by law or 
by the terms of the trust instrument for the investment of other trust funds and although 
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the acquisition of such property may result in a large percentage of the trust estate being 
invested in one class of property, and, without liability for loss or depreciation, to retain 
the property so acquired so long as the trustee shall deem advisable. 

To Make Loans to General Estate. To make loans, secured or unsecured, to the 
executor, administrator, or testamentary trustee of the settlor’s estate upon such terms as to 
security, rate, maturity, and in other respects as the trustee shall deem advisable, and to 
retain the notes, bonds, mortgages, or other evidences of such indebtedness as trust invest- 
ments without liability for loss or depreciation resulting therefrom. 


New Investments 


When it comes to new investments—the investment of new funds, whether result- 
ing from cash additions to the trust or sales or maturities—the testator or settlor has 
five choices with respect to the investment provisions of the will or trust agreement. 
He may keep silent about the investment of new funds, in which case the trustee will 
have to follow the trust investment statutes or cases or rules or practices of the 
jurisdiction in which the trust is being administered. He may specify the invest- 
ments or the classes or types of investments. He may say that his trustee shall invest 
and reinvest new funds in legals only. He may say that his trustee may invest and 
reinvest according to its own judgment and discretion, whether in legals or non- 
legals. These choices now are to be considered in the order named. 

Unless the testator or settlor knows what to say about investments, he had better 
say nothing and let the law take its course. The trustee can do a better job operating 
under the law than under too restrictive or too directive investment provisions. 

It is ordinarily unwise to say just what stocks or bonds the trustee shall invest in. 
However, in those states that do not have a list of legals, it is wise to indicate, in 
general terms-of course, the types or classes of investments the testator or settlor 
authorizes the trustee to make. The following provision is suggested: 

The trustee is hereby authorized and empowered to hold and possess and to manage, 


invest, reinvest and keep invested all and every part of the trust estate which may come 
into its possession in the following classes of securities, and no other: 

(1) In notes or bonds secured by first liens on improved real property, which real 
property is appraised by the trustee or its authorized representatives at the time of such 
investment at a value at least double the amount of the first lien notes or bonds secured 
thereby; 

(2) In any bonds, notes or certificates issued by the United States, or guaranteed by it; 

(3) In the bonds of any state, county, parish, city, town, school district (independent 
or common), or other municipal corporation in the United States which shall not, during 
a period of ten years prior to such investment, have defaulted in the payment of either the 
principal or interest on any of its bonded obligations; or 

(4) In the first mortgage bonds or first mortgage notes of any industrial, utility or rail- 
road company operating in the United States. 


In those states in which there is a statutory list of legals or in which there is 
statutory provision authorizing some governmental body to make up a list of legals, 
the testator or settlor frequently has written into his will or trust agreement a pro- 
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vision that the trustee in the investment of new funds shall be limited to legals. Such 
a provision is simple and may be worded as follows: 

The trustee is authorized to invest and reinvest only in such securities as are authorized 
by the laws of the State of................ for trust investments. 

A real problem arises, however, out of such a provision as the foregoing if it is 
written into a will or trust agreement creating a trust that is to be administered in a 
state that does not have a list of legals. Only about half of the states do have such a 
list. North Carolina is one of the states that do not have a legal list. Suppose, 
then, the draftsman of a North Carolina will or trust agreement writes into the in- 
strument a provision that the trustee is to invest only in legals. What are legals in 
North Carolina? There is no statutory list, no statutory provision for having a gov- 
ernmental body, like the state banking department, make up from time to time and 
publish a list, no provision for the promulgation of a legal list by order of court, no 
legal list by any interpretation. In such a case, perhaps, it would be held that the 
trustee would be restricted to such investments as the reasonably prudent man would 
make in the investment of his own funds with a view to the safety of the principal 
and to the steadiness of the income and not to speculation—really the rule laid down 
in the case of Harvard College v. Amory? But, in order to save such uncertainty 
and confusion, if the trust is to be administered in a state, like North Carolina, which 
does not have a list of legals, it is better to state in the trust instrument the general 
types and classes of investments which the trustee is authorized to make rather than 
to say that the trustee is authorized to invest only in legals. 

In the vast majority of wills and trust agreements in which the trustee is a bank 
or trust company—that is, a corporation that makes a business of rendering trust 
service and holds itself out as a specialist, among other things, in the field of trust 
investment—the trustee is authorized, in the exercise of its own judgment and dis- 
cretion, to select the trust investments, without being limited to legals or to invest- 
ments generally understood to be appropriate for trustees to make. Here it really is 
the task of the testator or settlor, after the matter has been explained to him fully by 
the draftsman, to give his trustee such broad discretionary investment powers. The 
following provision would seem to cover the case: 


To Invest and Reinvest. To invest and reinvest and keep the trust estate invested in 
any kind of property, real or personal, including by way of illustration but not of limita- 
tion, common and preferred stocks, voting trust certificates, bonds, notes, debentures, mort- 
gages, shares or interests in investment trusts, shares or interests in common trust funds, 
investments that yield a high rate of income or no income at all, and wasting investments, 
without regard to the proportion any such investment or investments of a similar character 
may bear to the total trust estate or whether or not such investments are in new issues or 
in new or foreign enterprises, and without being limited to the classes of investments in 
which trustees are or may be authorized by statute or case or rule of court to invest trust 
funds; intending hereby to authorize the trustee to act in such manner as it shall believe 
to be for the best interest of the trust estate, regarding it as a whole, even though particular 
investments otherwise might not be proper. 

*9 Pick. 446 (Mass. 1830). 
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This is about as broad an investment power as it is possible to grant. Yet, broad 
as it is, the trustee still is held to the standard of care, skill, and caution of the prudent 
man investing his own property having primarily in view the preservation of the 
estate and the amount and regularity of the income to be derived therefrom.* Cer- 
tain types of investments—for example, common and preferred stocks, investment 
trusts, common trust funds, high-yield or no-yield investments, and wasting invest- 
ments—are singled out and mentioned by name because in some jurisdictions author- 
ity to a trustee to invest in its own discretion is construed to mean discretion within 
the legal list. In these and in all other jurisdictions, for that matter, a trustee hesitates 
to invest in unusual types of securities unless they are mentioned by name as being 
within the authorized classes. 

Another provision giving the trustee broad investment powers, which has certain 
advantages over the one just suggested, is the following: 

The trustee is authorized to invest and reinvest the trust funds from time to time, with- 
out restriction as to the kind or character of property in which such investments shall be 
made, and regardless as to whether or not such investments are those specifically authorized 
for trustees under the statute laws of the State of.............. or of any other states to 
which the administration of my estate may be subject; and the trustee shall not be liable 
for any loss in any investment made by it except in cases where it would have been liable 
had the investment been one authorized by statute. 


Three phrases in the foregoing provision call for special comment: (1) “without 
restriction as to the kind or character of property,” (2) “any other state to which the 
administration of my estate may be subject,” and (3) “except in cases where it would 
have been liable had the investment been one authorized by statute.” 

The phrase “without restriction as to the kind or character of property” certainly 
would not be construed by a prudent trustee, however it might be construed by a 
court in a given case, as a license to make investments other than those which a 
prudent man would make under the circumstances. 

At a time when testators and settlors frequently move their domicil and shift 
their trusts from one jurisdiction to another, it is well to incorporate in the instru- 
ment the broadening clause, “any other state to which the administration of my 
estate may be subject.” 

Not infrequently the will or trust agreement states, in substance, that the trustee 
shall be “without liability” for investing in non-legals. The draftsman really does 
not mean this. He means only that, for the purposes of the trust in hand, the non- 
legal is an authorized investment and that the trustee would be liable only as it 
would be liable with respect to any other authorized investment. So, the phrase 
“except in cases where it would have been liable had the investment been one author- 
ized by statute” is true to the fact and, therefore, is preferable to a blanket non- 
liability clause. 

Sometimes a trustee is authorized to invest new funds in either non-legals or 
legals, but is required to obtain beforehand the approval of some third party—the 
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settlor himself, or somebody designated by the settlor. In such case it is of the utmost 
importance that the instrument express clearly and unequivocably how the approval 
is to be given and what the trustee is to do in the event the approval is not forthcom- 
ing. Uncertainty or indefiniteness at this point is one of the all too frequent loose 
ends of the draftsmanship of wills and trust agreements that lead to confusion and 
sometimes to litigation. The following provision would seem to cover the case: 

(Following the investment provisions authorizing the trustee to invest in legals only 
or in non-legals or legals in the exercise of its judgment, as the case may be) 

However, the trustee is authorized to invest funds only with the approval of......... 
under the conditions set forth in this paragraph. Such approval shall be expressed in 
writing by the said............... In the event that the said.............. shall not 
express his approval in writing within a period of........ days after the trustee shall have 
submitted its recommendation to him, the trustee shall proceed to make or not to make 
the investment in the exercise of its own judgment. In the event of the death, or illness, 
or incapacity, or absence of said.............. so that his approval cannot be given within 
the said. :*..<. days, the trustee shall proceed to make or not to make the investment in 
the exercise of its own judgment. 


The foregoing provision puts to rest any question as to how the third party is to 
express his approval. It also settles the question as to what the trustee is to do in case 
the third party cannot or will not give his approval. 


Investment Powers of Successor or Substitute Trustees 


Another point that should, by all means, be covered in the investment provisions 
relates to the investment powers of successor or substitute trustees. This arises in 
connection with both individual and corporate trustees. 

The testator or settlor names a bank or trust company and an individual co- 
trustee and gives them broad discretionary investment powers. In one case he 
makes no provision for a successor trustee to the individual in the event of the death 
or incapacity or resignation of the latter. Does he mean that, after the retirement 
of the individual trustee, the corporate trustee shall exercise the same broad invest- 
ment powers or that, after that, it shall be limited to legals? In another case, the 
testator or settlor does make provision for a successor to the individual trustee but 
fails to make any mention of the carry-over of the investment powers to the successor 
trustee. Both of these points should be covered in the will or trust agreement. 

The first point may be covered in this way: 


In the event of the death, incapacity, or resignation of the said..................... 


| eer ee (bank or trust company) as the sole remaining trustee 
shall have all the investment powers originally possessed by the said.................. 
Se OIE ds BE é Sd as co-trustees. 


The second point might be covered this way: 


Any successor or substitute trustee shall have all the investment powers and be subject 
to all the investment duties, responsibilities, and liabilities herein granted to or imposed 
upon the original trustee. 
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But the problem of the investment powers of the successor or substitute trustee 
does not stop with the individual. It arises in connection with the bank and trust 
company as well. Two or more banks or trust companies merge or consolidate and 
either continue under the name of one of them or under a new name. Does the 
resulting bank or trust company have all the investment powers of the original 
trustee? 

In most cases, no doubt, the testator or settlor naturally would wish the resulting 
bank or trust company to have all of the investment powers, as well as other powers, 
of the original bank or trust company. If so, then the following provision would 
seem to cover the case: 

It is understood and agreed that any corporation or association which by reason of any 
merger, consolidation or transfer of assets may succeed to all, or substantially all, of the 
business of the trustee, automatically, and without the execution or filing of any instru- 
ment, or any further act, deed or conveyance on the part of any of the parties hereto, shall 
be and become successor of the trustee hereunder and vested with all of the title to the 
trust funds and it, as well as any other successor trustee hereunder, shall possess all the 
powers, discretions, immunities, and privileges as did the above named................. 
Trust Company as the original trustee hereunder. 


Co-Trusteeships 


In connection with co-trusteeships—usually between a corporation and an indi- 
vidual—two points, at least, should be covered. One is, Who is to have custody of 
the securities? The other is, Are all the trustees to be jointly responsible and liable 
with respect to investments or are the investment duties, responsibilities, and liabilities 
to devolve upon only one of the trustees, usually, the corporation? 

It may save a great deal of trouble to have it specifically set forth in the instru- 
ment that the bank or trust company is to have sole custody of the securities. As a 
matter of fact, in most cases this is taken for granted and, if the matter were called 
to the attention of the testator or settlor, he would express definitely a direction on 
this point. The following provision would cover the case of custody of securities: 

BO Mid hess. cs). 5 (bank or trust company) shall have sole custody of all cash and 
stocks, bonds or mortgages and other items of property that may become a part of the trust 
estate. 


The trust corporations of England, Scotland, and Ireland cover this point rather 
more fully. The following provision from the official pamphlet of the Royal Bank 
of Scotland is typical: 


That the said Bank shall have exclusive custody of all moneys, funds, properties and 
securities, certificates and documents of title to property of all kinds whatsoever, belonging 
or relating to my trust estate; but the other Trustees or Trustee hereunder shall be at liberty 
at reasonable times to examine in the hands of the said Bank the said securities, certificates 
and documents of title to property, and all accounts, reports and documents relating 
thereto, and the name of the said Bank, or its nominees or nominee company, shall be 
placed first on the Register of Proprietors of all registered stocks, shares and securities, or 
if the said Bank shall think proper, such stocks, shares and securities shall be registered in 
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name of the said Bank or its nominees or nominee company alone, and in any case the 
said Bank or its nominees or nominee company shall be exclusively “entitled to receive all 
dividends and interest thereon and to exercise all voting and other rights in respect thereof, 
and in case of any difference of opinion between the said Bank and the other Trustees or 
Trustee the opinion of the said Bank shall prevail and every appointment of a new Trustee 
shall be subject to the written consent of the said Bank. 


With respect to the making of investments it is perhaps true that in a majority, 
but in no means all, of the cases the testator or settlor means that all the trustees, 
corporate and individual, shall be jointly responsible and liable with respect to in- 
vestments. In all such cases, none of the trustees would be. safe in making or chang- 
ing an investment without the joinder of the others. If nothing is said about the 
investment responsibilities and liabilities of the respective trustees, they will be joint. 
However, in some cases the testator or settlor really does not mean that his individual 
trustee or trustees shall have investment duties, responsibilities or liabilities. For 
example, he does not mean that his wife shall have joint responsibility with the bank 
or trust company for making investments. He names her trustee only to keep her in 
touch with the administration of the trust or to put her in a position where she can 
help in the personal aspects of the trust’s administration. If the matter were called to 
his attention, he would not think of burdening her with investment responsibilities 
and liabilities but, instead, would leave them up to the bank or trust company. In 
such a case a provision sornewhat like the following, which is adapted from some 
of the Canadian trust instruments, would cover it: 

. . . the appointment of said . . . is hereby made on the condition that he act as such 
in an advisory capacity only without remuneration and that the said trust company shall 
take upon itself the burden of the actual administration of my estate and of the trusts 
thereof as the duty of collecting in, converting, managing, investing and administering my 
estate, and the trust thereof shall rest with the said corporation. 


In general, it may be said that the trust investment provisions which have worked 
well are the ones under which the trustee has been able to change its investment 
policies—not principles—from time to time to meet changing, ever-changing, eco- 
nomic and financial conditions. Ordinarily the better policy for the testator or settlor 
to adopt is to choose his trustee with the greatest of care and then give his trustee 
broad, discretionary investment powers, without much of specific direction or restric- 
tion. If he is not willing to give such powers to the trustee he has in mind then, 
maybe, the trouble is in the trustee, not the investment provisions, and he had better 
look further for a trustee in whose investment judgment he does have full confidence. 
Investment provisions, no matter how well they may be drawn, never can be a sub- 
stitute for the trustee’s investment knowledge, experience and—most important of 
all—investment judgment. 








THE MODERNIZATION OF LEGAL LISTS 


Wiuam R, Wurre* anp Irvinc A. J. Lawrest 


In modernizing our lists of legal investments the one paramount problem is to 
provide investment standards which are broad enough to permit of the profitable 
and safe investment of the vast amount of funds which are held by trustees and 
savings institutions. The problem is not a new one. As early as 1858 the Superin- 
tendent of Banks in New York State in submitting his annual report to the legisla- 
ture called attention to the fact that savings banks were experiencing difficulty in 
investing their funds because of the few eligible securities. The legislature from 
time to time attempted to relieve the situation by expanding the investment authority 
of individual institutions to include certain classes of public securities. Continued 
pressure for broader investment powers eventually led in New York and in other 
states to the admission of railroad bonds and, finally, of the obligations of public 
utilities. But while lists were being gradually expanded, the amount of trust funds 
and savings bank deposits were ever mounting, so that the need for a sound but 
comprehensive list has never been fully satisfied. 

In recent years the problem has been complicated by a severe business depression 
and by factors which, in many instances, are traceable to the policies of the federal 
government, the states or their municipalities. The plight of the railroads has become 
a matter of common knowledge. The solution of their problems requires not only 
an improvement in business, but also a plan of cooperation with the government 
looking toward the elimination of duplicating facilities and the adoption of more 
efficient policies of operation. The lack of sound financial practices on the part of 
many political subdivisions has resulted in defaults and refunding operations, while 
public utilities are faced in some cases, either by actual government competition, or 

* A.B., Bucknell University, 1926; LL.B., Columbia University, 1929. Superintendent of Banks, State 


of New York; President, National Association of Supervisors of State Banks. 

+ A.B., Marquette University, 1924; M.A., Columbia University, 1928. Confidential Assistant to the 
Superintendent of Banks, State of New York. 

1“That $6,772,175, including interest on undrawn deposits, should seek investment in this class of 
institutions during the past year, and that the payments to depositors should have reached the amount of 
$21,789,493, while their deposits during the same period were $26,514,144, is a result well calculated to 
attract the attention of the philanthropist as well as the legislator, as he contemplates the apparent increase 
from year to year, of this immense trust fund. 

“Already complaints reach this department of the inconvenience and difficulty of investing this great 
fund; and applications are made to the Legislature to admit the introduction of other securities than those 
allowed by the respective charters under which the various trustees are acting.” Report oF THE [N. Y. 
StaTE] SUPERINTENDENT OF Banks RELATIVE To Savincs Banks, 1858, p. 2. 
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by the threat of such competition. The mortgage field, which has long been the prin- 
cipal source of income for trustees and savings banks, has been seriously affected. 
Unemployment has resulted in a dearth of new mortgages, in a multitude of fore- 
closures, and in a high percentage of arrears in taxes and interest upon existing liens. 
As a consequence of these developments, a tremendous volume of funds has been 
invested in government obligations.? Even in this field, however, the investor must 
weigh the factors of a low yield, a mounting government deficit and the possibility 
of depreciation resulting from an increase in money rates. 

While many trustees are disturbed by the situation confronting them, it is argued 
by some that during a period of social and economic readjustment it is futile to at- 
tempt a general revision of our investment standards. This opinion prevailed quite 
generally in 1932 and 1933, but as time has passed we have found that depressed 
business conditions have brought to the fore numerous investment problems of a 
fundamental nature. It is to these problems which are likely to be obscured in times 
of prosperity that we should, now direct our attention. 

Briefly stated, it was the early rule of the common law that a trustee was required 
to exercise sound discretion in making investments. The application of this stand- 
ard resulted in certain jurisdictions in what is known as the Massachusetts rule. 
The essence of this rule is that the courts do not attempt to prescribe with exactitude 
the securities in which a trustee may invest. On the contrary, the trustee is permitted 
a wide range of latitude in which to exercise his discretion, provided he acts with 
prudence and in good faith.‘ 


CHANGING STATE PoLicies 


In New York the common law evolved a much narrower rule than in Massachu- 
setts, with the result that in the Empire State investments were confined to govern- 


? “The world’s outstanding example of safety-seeking capital comes from India, where princes preserve 
their wealth in the indestructible form of gold and jewels—and the Indian masses starve. Safety, one 
need scarcely be reminded, is not characteristic of any new or rapidly expanding enterprise. On the 
contrary, safety is the characteristic of the relatively least productive securities, of the so-called ‘legal 
investments,’ of liens on fixed property whose value is already established and proved, and of the govern- 
ment bonds. In investments and enterprises such as these capital is content with a return of from one 
to four per cent; and the more capital falls back on this kind of return, the slower must be the expansion 
of the economy.” Fortune, May, 1938, p. 58. 

* At common law in England it was for many years the rule that trust funds could be invested in 
government securities only. Investments in stock of corporations were not allowed unless expressly 
authorized by the instrument creating the trust. See (1921) 69 Univ. or Pa. L. Rev. 189. Bogert states 
that fiduciary investments in England were limited by court order to government or bank annuities. He 
further says that doubt as to the soundness of real property securities was solved by the passage of a 
statute validating such investment in realty within the United Kingdom and later English legislation has 
greatly widened the field of trust investments. See 3 Bocert, Trusts AND TRusTEES, (1935) §163, with 
notes citing the English statutes. The University of Pennsylvania Law Review note cited says that the 
common law rule in England was followed so strictly that Parliament finally interposed and by statutes 
passed during the reign of Queen Victoria it authorized the investment of trust funds in the stock 
of the Bank of England or of Ireland or in mortgages upon freehold or copyhold estates. Subsequent 
legislation in England has continually enlarged the scope of the legal list and finally the English Trustees 
Act of 1925 (set out in Bogert) was enacted which contains an unusually broad legal list wherein 
fiduciaries may invest. 

* GRANGE, STAUB AND BLAcKForD, WILLS, ExEcUTORS AND TRUSTEES (1933) 337. 
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ment bonds and first mortgages on improved real property. Before many years had 
passed, however, the legal list as so established was found to be inadequate to meet 
the needs of an ever increasing accumulation of trust funds. In 1897 an act was 
adopted permitting investments to be made in the obligations of cities located in 
New York® and in 1902 the more important step was taken of permitting trustees to 
purchase any of the securities authorized as investment for savings banks.* While 
this amendment to the statute added certain classes of railroad bonds and public 
securities to the list eligible for purchase by trustees, it was by no means a solution 
of the problem, since the savings banks list itself was already subject to pressure due 
to mounting deposits in savings institutions.” 

It is interesting to observe that, while New York was compelled to abandon the 
rule of her common law, she was unwilling to go the whole distance and adopt the 
principle laid down in Massachusetts. Instead, she chose the convenient course of 
extending the investment authority of trustees to a list of securities already in 
existence. This was done without regard to the fact that the savings banks list had 
originated to serve the needs of a group of institutions which were founded as 
mutual benefit associations and which were operated in most cases, not by full-time 
paid executives, but by laymen who found it possible to donate a portion of their time 
to this public service.* Under the circumstances, it was not surprising that manage- 
ment was strictly limited in the selection of investments. While the list was later 
expanded from time to time, the principle of limitation which characterized its origin 
was never abandoned. 

So long as trust functions were performed mainly by individuals, usually laymen, 
there was some reason for maintaining consistency in the investment powers of 

®N. Y. Laws 1897, c. 417. °N. Y. Laws 1902, c. 295. 

™Tn the six years covering my incumbency of the office of Superintendent of Banks, constituting a 
natural period for comparison, the savings banks have gained $348,486,043.37 in resources, or a larger 
amount than in the previous fourteen years, and the trust companies $576,773,865.75, which is nearly one 
and a half times their entire combined accumulations for all the years prior to 1896. That these stupen- 
dous increases have not been made at the expense of other banking corporations is evidenced by the fact 
that the National and State discount banks in the State have increased their resources in the same time by 
about eight hundred million dollars. The present total assets of these three classes of institutions approx- 
imate four thousand millions of dollars, over forty per cent of which has been accumulated in six years. .. . 

“New York's system of savings banks is the best in the world, and it should be our pride and care to 
so maintain it. But with deposits increasing at the rate of sixty or seventy million dollars a year, if the 
field for investment were held unchanged, there would follow of necessity an appreciation in the price of 


such securities until in time it became prohibitive. . . .” Report or THE [N. Y. Stare] SuPERINTENDENT 
or Banks, RELATIVE TO Savincs Banks, Trust Companies, SAFE Deposir CoMPANIES, AND MISCELLANEOUS 
CoRPORATIONS, 1901, pp. 5, 31. 

® “First. Savings banks being in a measure charitable institutions, they lose their distinctive character 
in this respect if those who conduct and manage them have any other than perfectly disinterested relations 
to their trust. 

“Second. If a trustee may be at the same time an officer, enjoying a comfortable salary, the purity of 
motive implied in the acceptance of an unpaid position of care and responsibility, which should be above 
possible question, is at once sullied with doubts and suspicions of selfish and interested designs.” Emerson 
W. Keyes, Deputy Superintendent of Banks, N. Y. State, Special Report on Savings Banks (1868) 138. 

However, Chapter 136 of the Laws of 1858 authorized the payment of a salary to the president of any 
savings bank in New York, Brooklyn and Buffalo, but provided that “no person shall be elected or remain 
such president whose professional or other engagements shall prevent his regular and faithful attendance 
to the duties of his office.” 
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savings banks and fiduciaries. In 1902, however, when this principle of consistency 
was reaffirmed by the legislature, a factor was present which might well have dic- 
tated a somewhat different course than that which was adopted, for by this time 
corporate fiduciaries had come to occupy an important position in the financial 
world. Unlike savings banks, trust companies were organized for private profit. 
They were managed by paid executives and many of them retained the services of 
investment experts. These facts, however, apparently never appealed to the legislature 
as justifying an expansion of the discretionary powers of corporate trustees. On the 
contrary, this class of fiduciaries has been confined to the list which was designed 
and maintained primarily to serve the needs of institutions for savings. Whenever 
investment standards have been changed, the views of savings banks, as expressed 
through their association, have been accorded great weight by the legislature. On the 
other hand, trustees, because of their reluctance to trespass in a field where the rights 
of savings banks have become firmly established, have exerted little or no influence 
in the development of the list. In recent years the Trust Companies Association has 
expressed dissatisfaction with the present system and has considered the advisability 
of applying to the legislature for a separate list. Provision for such a list would no 
doubt encourage the great corporate trustees in New York to take a more active 
interest in the many public problems involved in maintaining modern investment 
standards. ; 

As a result of cooperation between the legislature and the Bankers Association, 
Pennsylvania, in 1935, adopted a new statute which substantially broadened the list 
of eligible securities.® Originally the Keystone State followed the narrow common 
law view which confined trust investments to government bonds and first mort- 
gages on real estate. Like New York, however, she soon found this rule to be un- 
workable and was obliged to effect modification through legislation. In 1824 a 
statute was passed authorizing the Orphans Court on petition to direct investment in 
the debt of the United States, of the Commonwealth of Pennsylvania, of the City of 
Philadelphia, or in real securities. The list as so established was periodically expanded 
from about 1850 until it included the obligations of certain other municipalities 
within the State of Pennsylvania and also of the Pennsylvania and Reading railroads 
and of the Lehigh Coal and Navigation Company. Presumably this type of legisla- 
tion led to general dissatisfaction, for, when the Constitution of 1873 was adopted, it 
prohibited the General Assembly from authorizing investment in bonds and stock of 
any private corporation. Thereafter, legislation permitted investments in various 
governmental obligations. As a rule, the state courts attempted to interpret the 
constitutional restriction of 1873 broadly. This was apparently founded on the fact 
that courts sympathized with the fiduciary who was faced with the problem of in- 
vesting increasing volumes of trust funds within the limits of a narrow list. In 1929 
requests were made to the legislature by the Pennsylvania Bankers Association for a 
relaxation of the constitutional provision. An amendment was voted at the polls in 


® Pa. Star. Ann. (Purdon, 1935) §801. 
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1933, which repealed the constitutional limitation of 1873 and provided that the 
General Assembly might from time to time prescribe investments for fiduciaries. 
Pursuant to this amendment, an act was passed authorizing fiduciaries to invest in a 
fairly broad list of securities. Pennsylvania thus provided separate lists for savings 
banks and trustees. While there is no substantial difference in the scope of the two 
lists, it appears that the Commonwealth has taken a progressive step in recognizing 
the investment problems of trustees as sufficiently important to command the atten- 
tion of the legislature. Moreover, since the act referred to was adopted largely upon 
the recommendation of the Bankers Association, it may fairly be assumed that in the 
future the views of corporate trustees will be considered whenever amendments are 
under discussion. 

The need for cooperative action between the state and mutual savings institutions 
with respect to investments has recently been recognized in two jurisdictions. An act 
adopted by the Maine Legislature in 1937 authorizes the Bank Commissioner, upon 
the written recommendation of a special committee of the Savings Banks Association, 
to expand the list to include certain railroad securities which he deems suitable for 
investment by savings banks.’° An amendment passed this year in New York em- 
powers the State Banking Board, upon the application of not less than twenty savings 
banks or of a trust company all the stock of which is owned by savings banks, to add 
to the regular list corporate interest-bearing obligations not otherwise eligible for 
investment.’ While the lists in both these states are intended primarily for the use 
of savings institutions, the principle might readily be extended to permit trustees to 
make recommendations relative to the lists from which they are required to select 
investments. 

The statutes enacted in Maine and New York are also deserving of consideration 
because they provide for a degree of flexibility which is lacking in states where 
specific investment standards are fixed by legislation. Principally to achieve such 
flexibility, New Hampshire has gone even further than Maine or New York by pro- 
viding for a Board of Investment which has authority, acting in conjunction with the 
Banking Commissioner, to prescribe within certain general limits the securities in 
which savings banks may invest. 

In each of the three states mentioned, the principle of permitting a state official or 
board to exercise discretion in compiling the legal list was adopted because of the 
difficulty encountered in attempting to prescribe fixed statutory standards which 
operate efficiently to provide a sound list of securities. To devise statutory tests 
which admit a high percentage of all sound securities without also qualifying a sub- 
stantial volume of questionable obligations has been found to be a difficult, if not 
impossible, task. A study being conducted for the Brookings Institution by Professor 
George W. Edwards, of the College of the City of New York, illustrates the in- 


Me. Rev. Stat. (1930) c. 57, §27, as amended by Me. Laws 1931, 1933, 1935 and 1937. 
4N. Y. Laws 1938, c. 684. 








THE Mopernization oF Lecat Lists 391 


effectiveness of the present tests applicable to railroad securities and emphasizes the 
difficulty of devising acceptable statutory standards.’* 


Rartroap STANDARDS ARE INEFFECTIVE 


Professor Edwards divided the railroads into two classes, good and poor. With 
the good roads he included all those whose bonds at no time during the depression 
showed a yield above 6%, while the poor road group was restricted to those whose 
securities either had a yield above 10% or which went into default. Professor Ed- 
wards then subjected these roads to various tests. As the requirements of the various 
states are not consistent, Professor Edwards, for the purpose of his study, selected the 
most stringent test of each type employed by any state. The data given cover the 
years 1923 to 1934 inclusive. Without attempting here to evaluate the basis of divid- 
ing the roads into good and poor, it is interesting to observe the effectiveness of each 
test in excluding the securities of the poor roads from the legal list and at the same 
time admitting to the list the obligations of the good roads. 

One of the tests found in many statutes relates to minimum single track mileage 
of 500 miles. During the twelve-year period studied, this test excluded 20% of the 
good roads and admitted 33% of the poor ones, with practically no annual variation 
from these figures. Another test requires a minimum gross operating revenue of 
$10,000,000 or $15,000,000. On the basis of the latter figure, 73% of the good roads 
qualified up until 1930, and about 60% after 1930. More than half the poor roads, 
however, met this requirement until 1929 and during the depth of the depression the 
figure never fell below 22%. 

The requirement that a road pay 4% dividends on its capital stock was more 
satisfactory. It admitted to legal status 87% to 94% of the good roads prior to 1931, 
but these figures fell off sharply to 27% in 1933. About a third of the poor roads 
met the dividend test from 1926 to 1929, 41% in 1930, 15% in 1931, and 0% in the 
three subsequent years. 

The test prescribing that cash dividends must be equal to at least one-third of 
fixed charges qualified a high percentage of good roads, about 87% in prosperous 
years and approximately 60% during 1932 and ’33. During 1928, ’29 and ’30, 44% 
of the poor roads were also eligible under this requirement, but only 4% qualified 
during 1932, ’33 and °34. The 1.5 ratio of earnings to fixed charges admitted nearly 
all the good roads immediately prior to 1931, but in 1925 it also qualified 78% of the 
poor roads. In 1932 the percentage of good roads eligible under this test dropped to 
53% and that of the poor roads to 3%. 

The requirement that gross earnings be 5.0 times fixed charges admitted nearly 
all the roads, good and poor, during the prosperous years. During the depression a 
large percentage of the good roads and about one-third of the poor ones continued 
to meet the test. Another requirement, that total debt shall not exceed 3.0 times 


For a presentation of the results of this study, see Edwards, New Standards for Railroad Securities 
(1937) Trust CoMPANIES 174. 
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capital stock, qualified most of the good and poor roads in time of both prosperity 
and depression. 

This study made by Professor Edwards, with the assistance of a staff of WPA 
workers, was for the purpose of ascertaining if more satisfactory statutory tests could 
be devised. Commenting on the results of his attempt to find new and more effective 
tests, he said,}* 


“Most of these tests proved to be as ineffective as the legal requirements when judged 
by actual investment experience. . . . Most startling of all was the apparent uselessness 
of all the ratios measuring the burden of debt and the nature of the capital structure of a 
railroad such as the debt per mile, ratio of property to debt, and the ratio of debt to total 
capitalization. . . .” 


Professor Edwards, however, found several tests, based largely upon income, 
which he believes are somewhat more effective than present standards. Apparently 
the most satisfactory of these is a minimum freight density requirement of 1,200,000 
ton miles. The author points out, however, that, even on this basis, one-third of 
the poor roads would have qualified in 1929, and 13%-20% of the good roads would 
not have qualified during pre-depression years. According to some of the other pro- 
posed tests, from 20% to more than 50% of the poor roads would have qualified 
prior to 1930. 

Professor Edwards’ study provides excellent evidence of the difficulty of devising 
satisfactory statutory tests even with respect to the basic facts which can readily be 
ascertained in the case of all railroads. Obviously, it is even more difficult to apply 
rigid tests to other factors of a more intangible nature. For example, it seems im- 
possible to provide standards giving effect to probable future developments involving 
changing tastes, shifts of population, and new means of transportation. Neverthe- 
less, it is factors such as these which must be considered if a security is to be admitted 
to the legal list before it is selling at a high premium or dropped before it has greatly 
depreciated in value.** 


Bld. at 175. 

“One of the principal criticisms levied against the legal list is that it is an incentive to buying at the 
“top” and selling at the “bottom.” 

“Let us suppose that a trustee in 1921 invested the corpus ef a new trust in ‘legals’ at an average price 
of 95. The entire list appreciates to an average of 105. The trustee may shift the investment, take his 
profits and look for re-investment opportunities. He will hardly find them within the legal list, for all 
bonds are likely to be up. Possibly he turns to mortgages. But he is under no compulsion to do any- 
thing. On the other hand, let the bond list decline, let the earnings of the obligors fall below the legal 
standard and the security forthwith becomes non-legal. The trustee may retain it, but it is his own 
responsibility if he does. By the time this question arises the bonds will have depreciated considerably in 
price. And here is a fundamental flaw in the statutory prescription of investment standards. An incentive 
is given for selling out at a low price but no incentive is given for selling out at a high price. Now as a 
matter of investment management any rule or condition which provides an incentive to dispose of first 
lien bonds at a time of the obligor’s adversity and no corresponding incentive to dispose of them at the 
height of its prosperity is fundamentally unsound. It is conducive to buying at the top and selling at the 
bottom. An investment manager tries to do exactly the opposite.” Woodruff, Legal and Investment 
Standards of Trustees (1935) 4 ForpHam L. Rev. 412. 
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Municipat Tests Atso Fain 


In the field of municipal securities, it is also difficult to devise effective statutory 
tests.15 A large percentage of the states authorize trustees or savings banks to invest 
in the obligations of their own political subdivisions without restriction or limitation. 
Standards imposed usually deal with the municipalities of other states and relate 
principally to population, taxing power and amount and character of debt burden. 

There seems to be no generally accepted rule relative to the minimum population 
which a city or village must have before its obligations may qualify as legal invest- 
ments. For example, New York imposes no population test with respect to its own 
municipalities, but requires a city in a state adjoining New York to have at least 
10,000 inhabitants, and provides that cities located in other states shall have a popula- 
tion of at least 30,000. It seems impossible to reconcile these three different rules, or to 
suggest any other minimum population requirement which would serve as an 
effective and accurate standard. While a considerable number of small communities 
have experienced financial difficulties since 1930, it is also a fact that a substantial 
number of small municipalities in good financial standing have been unable to 
qualify their obligations because of their inability to meet minimum population 
standards, The number of inhabitants should unquestionably be taken into account 
in appraising the credit standing of a municipality, but this factor should be con- 
sidered in connection with others and not as an independent qualification to be 
determined by a rigid statutory requirement. Much more important than the num- 
ber of inhabitants are the type and trend of population, factors which cannot be 
reduced to simple, inflexible formulae. 

The authority of a community to levy taxes should undoubtedly be considered in 
setting up investment standards. Some states require that a municipality in order to 
qualify its obligations as legal investments shall have unlimited power to tax real 
property for the payment of such obligations. Such provisions have recently attracted 
considerable attention in view of the fact that certain states have within the past 
few years imposed tax limitations, while in other states proposed limitations are 
being discussed. Hence the rule requiring unlimited taxing power tends to bar an 


** Professor Edwards is now making a study of municipals and utilities, which will be completed next 
year. For the purpose of this article, he has kindly allowed us to quote him as follows: 

“In general, our study shows that the legal tests for utility bonds had a much better investment ex- 
perience than those for railroad bonds. However, the fundamental defect in the legal tests for utility 
bonds is their failure to recognize financial differences in the various classes of utilities. It is impossible to 
set up one set of standards for all classes of utility bonds, and so our recommendations will include dif- 
ferent tests for the different classes of this group. 

“Our study further shows that the legal tests for municipal bonds are very incomplete. In general 
these tests were based on the theory that public credit could be accepted without question, and that there 
was no need of careful study of municipal obligations. The unfavorable trend of municipal credit in 
recent years and the unhappy investment experience of thousands of municipal bonds have demonstrated 
the need of applying specific tests to this class of bonds. Fortunately, this group lends itself to exact 
measurement and quantitative tests even better than corporate bonds, and we have been able to establish 
some tests which should prove useful. We have made a tentative exploration in the field of industrial 
bonds, but as yet have arrived at no definite conclusions. Our preliminary study shows that the field is 
promising and offers justification of industrial bonds in the legal list. The lack of standardization of 
accounting in this field makes difficult the task of formulating exact tests.” 
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increasing volume of municipal securities. In the main, this test is sound because we 
appear to be going through a period in which the number of services rendered the 
public is being constantly increased. A rigid tax limitation, therefore, may at some 
future time prevent a municipality from levying the necessary taxes to meet an ex- 
panded budget. Unlimited taxing power, however, is no guarantee of sound mu- 
nicipal credit. There is little satisfaction to be found in the fact that a community 
has unlimited taxing power if deficits have been accumulated, due to a demonstrated 
inability to collect the taxés levied. 

The difficulty of determining by statutory standards when a community has be- 
come over-extended in debt has been emphasized by recent experience. The two 
most important phases of this problem relate to (1) determining what obligations 
should be included in computing municipal indebtedness and (2) the yardstick to 
be used in deciding whether the indebtedness so calculated is unduly heavy. 

It would appear to be a relatively simple task to compute the total indebtedness 
of a municipality. Nevertheless, the application of the formula laid down pursuant 
to the New York statute has produced results which seem contrary to the elementary 
principles of arithmetic, for it has been held that notes issued in anticipation of the 
collection of delinquent taxes may be excluded from the computation of indebted- 
ness. This legal ruling was based upon the theory that delinquent taxes are an asset 
specially pledged to the payment of the notes and that consequently they place no 
further general burden upon the community. Experience has proved this theory to 
be untenable in practice. A number of municipalities in one eastern state suffered 
serious financial difficulty because of the large accumulation of debt of this character. 
Had these items been included as “indebtedness” in determining the status of the 
municipalities in question, their obligations would have become non-legal before 
serious financial difficulty was encountered. Instead, these obligations remained on 
the legal list until the credit of the issuing municipalities had become impaired, and 
in at least one instance removal from the list followed adoption by the city of a 
conservative plan providing for the funding of its floating debt and a pledge to main- 
tain operations thereafter on a cash basis. This experience in the application of the 
New York statute is worthy of note as illustrating that a municipality in financial 
difficulty sometimes resorts to practices not contemplated by a legislature in prescrib- 
ing investment standards. Had there been no statute upon this point justifying a 
contrary view, sound investment principles would have dictated the inclusion as in- 
debtedness of notes issued in anticipation of the collection of delinquent taxes. 

A second phase of the problem of how indebtedness is to be computed relates to 
obligations issued for the financing of municipal utilities. Present provisions usually 
exclude water debt, which is justifiable to the extent that such debt is supported by 
the earnings of the water department and is not dependent upon tax collections. It is 
also reasonable that debt incurred for the construction of municipal lighting systems 
should be excluded to the extent that such debt is self-supporting. This principle, 
however, should not be extended to include all debt incurred in connection with 
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municipal projects merely because provision is made for the collection of fees or 
charges other than taxes for the services rendered. The number of municipal under- 
takings which have proved financial failures indicates the wisdom of a strict rule in 
permitting exemptions of debt incurred for specific purposes. Generally speaking, 
this principle is one which can be effectively prescribed by statute. The difficulty is 
that any debt exemptions permitted by the statute are apt to be applied with equal 
force to all municipalities without regard to the varying degrees of success enjoyed 
by the utilities whose debts are exempted. 

But even assuming that effective provisions of law can be written prescribing 
satisfactory methods for computing indebtedness, we are still faced with the problem 
of determining when in the case of any municipality such indebtedness is reasonable. 
Assessed valuation of real estate is the basis usually employed for determining the 
amount of debt which a city can safely support. The difficulty with this test is that it 
leaves no discretion to the authority compiling the legal list to take into consideration 
variance in practice in the evaluation of real estate for tax purposes. Cases which 
have come to light, illustrating that assessed valuation is not always a reliable index, 
have caused consideration to be given to the enactment of a standard relating total 
debt to population. A uniform per capita debt limit, however, would probably not 
be acceptable, because it is generally conceded that large cities can support a greater 
per capita indebtedness than villages or small cities. In any event, both of these 
standards are open to the criticism that they fail to take into account many factors 
which bear directly upon the question of how great a debt a particular community is 
able to support. It can, in fact, be said of all provisions prescribing the standards 
applicable to municipal obligations, that they fail to permit an exercise of discretion 
with respect to such important factors as transportation facilities, diversification of 
industry, community wealth, and the character of municipal management. If factors 
such as these could be taken into consideration in addition to the tests prescribed 
by the statute, the obligations of communities apparently headed for financial diffi- 
culty might be removed from the list before they suffered serious market depreciation, 
and the bonds of other municipalities might safely be added to the list, even though 
the issuing body failed to meet one of the technical statutory standards. 


AN INVESTMENT Boarp as A MEANS OF ACHIEVING FLEXIBILITY 


We might go on to discuss sections of law dealing with other classes of securities, 
but such an examination would only serve to emphasize the weakness which we have 
found in the tests dealing with railroads and municipalities. It is true that some of 
these defects are of a technical nature and could no doubt be cured by a careful 
revision of existing statutes. The basic weakness, however, that of inflexibility, can 
apparently be corrected only by a fundamental change which would permit the 
exercise of discretion in compiling legal lists. Perhaps the solution lies in abandon- 
ing statutory tests and adopting the Massachusetts rule, which permits wide discre- 
tion to the trustee but holds him to reasonable standards of diligence and prudence 
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in the selection of investments. It is doubtful, however, that states such as New 
York, where the concept of the legal list is deeply rooted in law and practice, would 
be willing to make a decisive change in a matter of such great importance. The 
alternative which has been suggested is the plan which is being tried in those states 
where a public official or board is vested with broad discretion and responsibility to 
select suitable securities for savings bank or trust investment.’® 

The principal arguments advanced for this method of providing a legal list may 
be summarized as follows: 

1. Assuming the appointing officer acts intelligently and in good faith, the person 
or persons selected to compile the legal list will be fitted by experience to assume 
such a responsibility. A legislature, unless it happens to have investment experts 
among its membership who are willing to keep in constant touch with the problem 
of legal investments, must rely almost completely upon the recommendations of 
independent groups or individuals. 

2. A board is able to act with reasonable promptness in effecting changes in the 
list, whereas the legislative process is generally slow, due in part to the fact that some 
forty of our state legislatures do not meet more frequently than biennially. 

3. It is difficult, if not impossible, to prescribe fixed tests which will work with a 
high degree of accuracy. General standards, if sufficiently strict to exclude unsound 
securities, often disqualify otherwise desirable investments because the issuing body 
fails to meet one of the prescribed tests. Conversely, some securities which are unde- 
sirable from the standpoint of a sound investment policy manage to qualify because 
they meet the technical minimum standards. It is argued that this difficulty is 
avoided by entrusting the compilation of the list to a board which can consider each 
issue of securities upon its merits. 

4. A board can consider all of the factors affecting the desirability of a particular 
security. Statutory tests are based upon the past record of the issuing municipality 
or corporation, but they take no cognizance of future probabilities suggested by 
economic trends. 

The two principal arguments which are most frequently advanced in opposition 
to the idea of permitting the exercise of discretion to a public official or board in 
compiling a legal list are as follows: 

1. It is contended that positions on any such board would, in most cases, be 
filled by politicians not qualified to judge securities but susceptible to influence 
exerted by special interests. 


%©“A bill authorizing savings banks to invest in bonds of any corporation or individual secured by first 
mortgage upon property in this State, and ‘in other good securities (excepting bills of exchange, promissory 
notes, deposits of personal property and stocks, to which by law the personal liability of stockholders at- 
taches), which might be approved by the Superintendent of the Banking Department, the Governor, 
Comptroller and State Treasurer, or a majority of them,’ passed the Legislature of 1883, with little or no 
opposition. Upon calling the attention of the several savings banks to the fact that this bill needed but 
the signature of the Governor to become a law, I was enabled’ to present the earnest protest of repre- 
sentatives of savings banks holding $449,000,000 of the total $459,000,000 of resources in the banks at 
that time, which resulted in the executive veto.” Reporr oF THE [N. Y. STATE] SUPERINTENDENT OF 
Banks RELATIVE To Savincs Banks, 1885, p. 25 (italics ours). 
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2. It is argued that a security mentioned on a list compiled by a board acting with 
discretion is apt to be regarded as bearing the stamp of approval of the state and 
therefore as not requiring examination by the investor. 

These two criticisms are undoubtedly worthy of consideration but neither presents 
an insuperable difficulty, To insure against the possibility of having unqualified per- 
sons appointed, provision might be made authorizing corporate trustees to select 
candidates from whom the Governor would be required to appoint the members of 
the investment board. To avoid further the possibility of the positions being utilized 
for patronage purposes, the members could be prohibited from receiving any re- 
muneration other than expenses actually incurred in connection with their duties.!7 
Such a plan should provide, however, for a staff of adequately compensated experts 
having the protection of civil service. This staff would compile data and prepare 
recommendations for consideration at the periodic meetings of the investment board. 
As a safeguard against the activities of pressure groups, the statute might provide 
that the board could list securities only upon application of a specified number of 
corporate fiduciaries. In any event, the statute should sanction the submission to 
the board of recommendations by corporate trustees. 

The second criticism of the principle of authorizing a board to select a legal list 
involves the question of whether such a plan can be set up in a manner to avoid 
assumption by the state of responsibility which properly belongs to the trustee. It 
has been argued with some justification that the existence of legal lists has sometimes 
encouraged savings bank management to select investments from those enumerated, 
without thoughtful investigation. Such practices, however, have no doubt been en- 
couraged in some cases by statutes which tend to minimize the responsibility of man- 
agement in selecting investments.'® Moreover, the savings bank trustee, although 
his activities are supervised by the state, is not directly responsible to the beneficiary 
in the same manner as the ordinary fiduciary, who must always be prepared to 
appear in court and justify his actions in the light of statutes and court decisions. 

It therefore rests with legislatures and with courts to adhere to a policy which 
places proper responsibility upon the trustee to select investments with due regard 
not only to quality but also to diversification and maturities, factors which must be 

9, No compensation should be paid to members of the [State banking] board for their services, but 
adequate provision should be made to cover the expenses they may incur while rendering such service. 

“Comment: Since compensation sufficient to attract the type of man desired as a member of such a 
board cannot be paid, and since the offer of a stated sum might have the undesirable effect of attracting 


political job-seekers, it would seem that to provide compensation would be to defeat the purposes for 
which a banking board is created.” Banxinc Boarps, SrarutTory AND Factuat Stupy (Research Council, 
Am. Bankers Ass’n, N. Y., 1938) 8. 

%“§52. Superintendent must furnish savings banks list of legal investments... . 

“The trustees of a savings bank shall not be held liable for investing in state or municipal bonds 
named in the last list furnished by the superintendent of banks pursuant to this section or in any obliga- 
tions described in subdivisions seven, twelve or thirteen of section two hundred and thirty-nine of this 
chapter mentioned in such list, which have been legally issued and properly executed, unless such savings 
bank shall have been notified by the superintendent of banks, that in his judgment, such bonds do not 
conform or have ceased to conform to the provisions of section two hundred and thirty-nine of this 
chapter.” Excerpt from N. Y. Banxinc Law, §52. 
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considered in the light of the needs of each particular trust.1® Such a policy is 
fundamental, no matter what method a state may use in preparing its legal list. 


SUMMARY 


Our basic problem in modernizing legal investment standards, today as in the 
past, is to provide a list which is broad enough to permit of judicious investment of 
the vast amount of funds which are held in a fiduciary capacity. The difficulty in 
achieving this objective has been emphasized by the economic and political develop- 
ments of recent years. In reviewing the laws of different states we find numerous 
conflicting standards due, usually, to historical influence, rather than to well-defined 
policies designed to meet existing needs. A number of states which have statutory 
investment standards provide a list primarily for the use of savings banks but, as a 
matter of convenience, make the list also serve the purposes of trustees. Such a 
policy is unsound, not only because it fails to recognize that factors exist justifying 
different lists but also because it discourages corporate trustees from assuming re- 
sponsibility for assisting in the maintenance of modern standards. Examination of 
generally accepted tests governing two important classes of securities, railroads and 
municipals, demonstrates the fundamental difficulty of attempting to prescribe fixed 
statutory standards which operate effectively to maintain a broad list which is rea- 
sonably free of inferior securities. Some states, desiring to maintain the principle of 
the statutory list but wishing to overcome the defect of inflexibility, have authorized 
a public official or board to exercise discretion in making additions to the legal list. 
This plan of qualifying investments has not been adequately tested by experience, 
nor is it free of criticism even in the states where it is being tried. Nevertheless, it 
suggests possibilities deserving of consideration, not as a plan to substitute the discre- 
tion and responsibility of the state for that of the trustee, but as the means of provid- 
ing a more satisfactory list from which the trustee may select investments, subject 
always to the rule that he act with reasonable diligence, prudence, and in good faith. 


* “The trustee who invests in securities included in the statutory list is relieved by the West Virginia 
statute of all responsibility for subsequent losses. But four acts [Alabama, Delaware, Illinois and Min- 
nesota] expressly impose the normal requirement of due care upon trustees who select or retain listed 
securities, and this result will probably be reached by construction in other states whose statutes are silent 
upon the subject. The desirability of blanket protection is questionable, since it is likely to invite a 
cursory study of investment conditions by the trustee. Although a duty of due care is required, he would 
still seem sufficiently protected under the acts. The existence of a statutory list avoids the unguided 
selection of a proper class of investments and reduces the problem to a reasonable choice within the 
permitted class. Moreover, the fact that the class of investment selected had received legislative approval 
would undoubtedly influence the court in determining that the trustee had exercised due care.” Note 
(1936) 49 Harv. L. Rev. 821, anal cases there cited. 
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LAWS RELATING TO THE INVESTMENT OF 
TRUST FUNDS, 1930-1937 


Gustav B. Marcrar* 


The period since 1929 has been one of unusual stress upon securities desirable for 
the investment of trust funds. Certain specifications set out in state legal lists, as, for 
example, dividend requirements for railroads, proved unduly restrictive in the light 
of prevailing business conditions. On the other hand, other types of securities were 
found to have too few criteria to assure reasonable safety. This was especially true 
of municipal obligations. These conditions, coupled with the synchronous increase 
in the volume of trust funds seeking investment," shrinkage of the mortgage market, 
and lowered returns on government obligations, combined to produce a need for the 
expansion of legal lists. The, result has been the enactment in virtually every state 
of some legislation relating to trust fund investments. 

Prior to 1930 sixteen states expressly authorized investment in securities other 
than government and municipal obligations and mortgages.” Since then the six 
states of Alabama, Florida, Indiana, Nebraska, Pennsylvania, and Tennessee have 
extended their lists beyond these three categories. In one state, Pennsylvania, a con- 
stitutional amendment was required to make this extension possible." Of those states 
which had comprehensive lists before 1930, Connecticut, Delaware, Kentucky, Min- 
nesota, New Hampshire, New Jersey, New York, Ohio, Oregon, Virginia, and 
Wisconsin have made significant changes. With the enactment by Congress of legis- 
lation to combat the depression during the years following 1930 virtually every state 
passed laws authorizing trustees to avail themselves of the investment opportunities 
offered by the newly-created federal agencies. 

The purpose of this article is to collate the resulting mass of statutory material; 
not to evaluate it but to make possible its evaluation and the discernment of trends 
by those skilled in this field. The treatment follows a classification by type of security 
rather than by states. The securities will be discussed in the following order: 
(1) issues of the federal government and its agencies, (2) foreign, state, and mu- 
nicipal issues, (3) railroads, (4) public utilities, (5) other corporate issues, (6) mort- 


* A.B., 1936, Cape Girardeau Missouri State Teachers College. Now a second year student in the Duke 
University School of Law. A member of the Editorial Board of the Duke Bar Association Journal. 

1See Riddle, Trust Investments: Their Extent and Some Related Economic Problems, supra at p. 341. 

* California, Connecticut, Delaware, Iowa, Illinois, Kentucky, Louisiana, Minnesota, New Hampshire, 
New Jersey, New York, Ohio, Oregon, Virginia, Washington, and Wisconsin. 

** Pa, Acts and Vetoes, Spec. Sess. 1933-34, no. 3, p. 338. 
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gages, and (7) miscellaneous. An eighth section sets forth provisions relating to 
trust investments generally. The legislation authorizing common trust funds, treated 
in another article in this symposium, has been omitted from this study. 

Because of the very mass of material to be treated and the common defects in 
indexing and organizing this material in the session laws and statutory compilations, 
complete coverage and accuracy in the presentation of the new legislation cannot be 
assured. Moreover, changes in 1938 have not been included, with the exception of 
those in New York, where the information is based upon secondary sources.* In 
view of the need for rigorous condensation in a treatment of this sort and the prob- 
lems encountered in interpretation of statutes some inaccuracies of statement seem 
inevitable. However, since the purpose is to present the picture in the large, and not 
to furnish a guide for the selection of investments, it is hoped that such inaccuracies 
as may be encountered will not seriously impair the value of the study. 

Throughout the article it has been necessary to endow terms with special mean- 
ings for purposes of condensation. Similarity of the criteria established by statutes of 
the various states has made possible this abbreviated means of expression. Thus, 
unless otherwise indicated, the words “bonds” and “obligations” include bonds, 
notes, certificates of indebtedness, and other interest-bearing obligations. The term 
“no-default record” refers to the period of time immediately preceding the date of 
investment within which there has been no default in the payment of any part of 
the principal or interest on any funded obligation of the issuer. Since many states 
have provisions for a period of temporary default, the phrase “with an exception 
clause” indicates the period of temporary default permitted without impairment of 
the security’s status. Where a requirement is stated in terms of a given number, the 
number represents, unless otherwise indicated, a minimum. Where the word “last” 
appears before a given number of years, the years denoted are those immediately 
preceding the date of investment. Terms applicable to particular types of securities 
will be explained in an introduction to each section. 

Whenever possible the citations will be given to compilations of statutes. Since 
the compilations provide references to the session laws from which each compiled 
section is derived, those who wish to refer to the laws of any one particular year 
may trace them without great inconvenience. 


OBLIGATIONS OF THE UNITED STATES AND I'ts AGENCIES 


United States. Five states since 1929 have added new sections or altered existing 
ones which pertain to the investment of trust funds in the obligations of the govern- 
ment of the United States. Arkansas and Kentucky have expressly authorized in- 
vestments in bonds of the national government;* Indiana has extended the per- 
mission to bonds “which are the direct or indirect obligations” of the United States;5 


* Other statutes enacted too late for inclusion in this study are: Georgia Laws 1st Spec. Sess. 1937, p. 
121; Kentucky Acts 1938, p. 227; New Jersey Laws 1938, cc. 52, 162, 196, 222. 

* Ark. Acts 1931, c. 215; Ky. Stat. (Carroll, Baldwin’s rev. 1936) §4706. 

‘Inv. Stat. (Baldwin, Supp. 1937) §7908. 
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the Nebraska statute includes bonds and United States postal savings;* and Tennes- 
see has added to the existing provision for investment in United States bonds, the 
authorization to invest in “notes and stock” of the national government.’ Except in 
Tennessee, which expressly permitted investments in United States obligations prior 
to 1930, these authorizations are new. 

Federal Home Loan Banks. Since 1929 forty-three states have enacted legislation 
authorizing trustees or trust companies, or both, to invest trust funds in securities © 
issued or insured by newly-created federal agencies. The first of such statutes ap- 
peared in 1933, following the enactment the year before of the Federal Home Loan 
Bank Act.® In that year nine states passed legislation expressly permitting investment 
in bonds issued under that act. Four states followed during the next year, four 
states in 1935, and three in 1937. 

In general, the statutes are of two types. Those of Delaware, Iowa, Kentucky, 
Michigan, Minnesota, Mississippi, New Mexico, New York, Ohio, and Tennessee® 
name the bonds and other obligations of the Federal Home Loan Banks as legal 
investments. The statutes of California, Idaho, Illinois, Indiana, Maryland, Nevada, 
New Hampshire, Pennsylvania, South Carolina, and Texas’® add consolidated 
Home Loan Bank bonds and debentures, which are issued by the Federal Home 
Loan Bank Board and are the joint and several obligations of all the banks. 

The laws of New Hampshire and New York provide for “investment” in the 
capital stock of home loan banks, whereas the Mississippi statute provides only that 
trustees may “exchange” existing obligations held by them for bonds of any home 
loan bank. The laws of Delaware and Maryland authorize trustees to “invest in” or 
“exchange for” such bonds, while the statutes in the remaining states mention only 
“investing.” 

Home Owners’ Loan Corporation. Shortly after Congress had enacted the Home 
Owners’ Loan Act of 1933"! the legislatures of several states passed laws relative to 
the investment in securities issued under that act. By the end of the year eleven 
states had such legislation. Six states passed similar statutes in 1934, four in 1935, 
and one in 1937. 

A typical statute is that of Maryland,’* which provides that bonds issued by the 
HOLC shall be lawful investments for trust funds and that any fiduciary “that shall 
hold any mortgage or other lien on real or leasehold property, may at any time 
exchange, prior or subsequent to maturity, such mortgage or other lien and any 

° Nes. Comp. Stat. (Supp. 1935) §27-601. * Tenn. Laws 1931, ¢. 100. 

8 49 Stat. 725 (1932), as amended, 12 U. S. C. A., c. 11 (1936). 

® Del. Laws 1934, c. 373 Iowa Acts 1933, c. 165; Ky. Acts 1934, c. 13; MicH. Comp. Laws (Mason, 
Supp. 1935) §9805-11; Minn. Star. (Mason, Supp. 1936) §7714; Miss. Laws 1934, c. 213; N. M. Laws 
1933, c. 87; N. Y. Banxinc Law §239; Ohio Laws 1935, p. 250; Tenn. Acts 1st Spec. Sess. 1935, ¢. 36. 

Car. STAT. 1937, C. 341; Idaho Laws 1937, c. 62; Itt. Rev. Star. (Bar Ass’n ed., 1937) c. 148, §32; 
Ind., supra note 5; Mp. Cope ANN. (Supp. 1935) art. 49A; Nev. Stat. 1935, c. 61; N. H. Laws 1933, ¢. 


27; 20 Pa, Stat. ANN. (Purdon, Supp. 1937) §801; S. C. Acts 1935, no. 213, p. 287; Tex. Comp. Star. 


(2d Supp. 1934) act 842(a). 
4 48 Stat. 128 (1933), as amended, 12 U. S.C. A. c. 12 (1936). 
% Md. Laws Spec. Sess. 1933, ¢. 61. 
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rights in respect thereto for any of the bonds” of the HOLC “and may hold such 
bonds or any of them as authorized and lawful investments for any and all pur- 
poses, ...” Similar statutes have been passed in Delaware, New Jersey, New York, 
South Carolina, and Washington.1® 

The laws of the other states are more restrictive. In Illinois, Indiana, Kentucky, 
Michigan, Minnesota, Montana, Nevada, Ohio, Tennessee, Texas, and Wisconsin‘* 
the express authorization extends only to “investment” in HOLC bonds and other 
obligations while the statutes in Arkansas, Mississippi, Oregon, Pennsylvania, and 
Wyoming’® mention only “exchanging.” 

Federal Savings and Loan System. The Federal Savings and Loan System was 
provided for by Section 5 of the Home Owners’ Loan Act of 1933,'* and amendatory 
acts. A year later the Federal Savings and Loan Insurance Corporation was created 
by Title IV of the National Housing Act.’? The Texas legislature in 1933** was the 
first to authorize the investment of trust funds in the obligations of the federal sav- 
ings and loan associations. In that year a law was passed which included as lawful 
investments “all bonds, debentures, notes, collateral trust certificates, and other such 
evidences of indebtedness which have been, or which may be issued by .. . any 
federal savings and loan association.” A New York statute passed in 1934) per- 
mitted investments in shares of a federal association having an accumulated capital 
of $100,000 or more. Six states followed with permissive legislation in 1935, and 
seven states in 1937. : 

The statutes of California, Illinois, Indiana, lowa, New York, Ohio, Pennsylvania, 
South Carolina, and Wyoming”® refer only to “shares” of the associations as legal 
investments. Arizona! includes “investments certificates”; Connecticut?? restricts 
the investment to an amount not exceeding $5,000 in any one association; Idaho** 
adds debentures issued by the FSLIC; and Texas** specifies the several types of 
obligations in which investment is permitted. The Tennessee statute?> authorizes 
investment in “stock” of federal and state associations, and the Wisconsin act2® 
names “stock” of the federal associations and “bonds and evidences of indebtedness” 
of state building and loan finance corporations. 

The savings and loan associations mentioned in the statutes of California, Con- 
necticut, Ohio, New York, and Texas are only those chartered by the national gov- 

* Del., supra note 9; N. J. Laws Spec. Sess. 1933, c. 1; N. Y. Reat Prop. Law c. 51; S. C. Acts 1934, 
no. 708, p. 1262; WasH. Rev. Stat. (Remington, Supp. 1937) §§5545-1, 5545-2. 

**Tll., Nev., and Texas, all supra note 10; Ind., supra note 5; Ky., supra note 4; Mich., Minn., Ohio, 
and Tenn., all supra note 9; Mont. Rev. Copes (1935) §5309.35; Wis. Laws 1935, c. 363. 

* Ark. Acts Spec. Sess. 1933, no. 10, p. 38; Miss., supra note 9; Ore. Cope (Supp. 1935) §22-1214; 


20 Pa. Star. Ann. (Purdon, Supp. 1937) §802b; Wyo. Laws Spec. Sess. 1933, ¢. 57. 

% Supra note 11. 

7 48 Stat. 1246 (1934), 12 U. S.C. A. c. 13 (1936). ® Supra note 10. 

WN. Y. Dec. Esrare Law §111; N. Y. Pers. Prop. Law §21. 

Cat. Gen. Laws (Deering, Supp. 1935) act 4241 §1; Ill, Pa., and S.C., supra note 10; INp. Svat. 
(Baldwin, Supp. 1937) §7722-1; Iowa Laws 1937, c. 220; Ohio, supra note 9; Wyo. Laws 1937, c. 9I. 

™ Ariz. Rev. Cope (Supp. 1936) §618b. * Conn. GEN. Stat. (Supp. 1937) §777d. 

* Supra note 10. * Supra note 10. 

* Supra note 9. ” Wis. Laws 1935, c. 520. 
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ernment, while the statutes of Arizona, Idaho, Illinois, Indiana, Iowa, Pennsylvania, 
South Carolina, Tennessee, Wisconsin, and Wyoming include both state and fed- 
eral associations and similar institutions insured by the FSLIC. 

Federal Housing Administration. The National Housing Act, passed in 1934," 
provided the stimulus for the largest group of state statutes authorizing the invest- 
ment of trust funds in the obligations of a federal agency. Ohio in 19347° was the first 
to include as legal investments notes or bonds secured by mortgages insured under 
the provisions of the National Housing Act, and notes, debentures, and other such 
obligations issued thereunder. By the end of the following year more than half the 
states had enacted similar statutes. At the present time 36 states have expressly con- 
ferred similar powers upon individual trustees or trust companies, or both. 


Although the statutes in this group vary widely in their detailed provisions, they 
may be classified generally as to type. Those most extensive in scope are exemplified 
by the Wisconsin law,*® which provides as follows: 


Credit unions, building and loan associations, investment associations, state banks, 
savings banks, trust company banks, land mortgage associations, insurance corporations, 
including life insurance companies, and fraternal benefit societies, executors, guardians, 
trustees, administrators, and other fiduciaries, except where it is contrary to will or other 
instrument of trust, the state of Wisconsin and its agencies and its municipalities, districts, 
and other subdivisions, and all institutions and agencies thereof, and all other persons, 
associations, and corporations, subject to the laws of this state are authorized: 

(1) To make such loans and advances of credit and purchases of obligations repre- 
senting loans and advances of credit as are insured by the federal housing administrator, 
and to obtain such insurance. 

(2) To make such loans secured by real property or leasehold, as the federal housing 
administrator insures or makes a commitment to insure, and to obtain such insurance. 

(3) To invest their funds, and moneys in their custody or possession (which are 
eligible for investment and which they are by law permitted or required to invest), in 
notes or bonds secured by mortgage or trust deed insured by the federal housing adminis- 
trator, and in debentures issued by the federal housing administrator, and in securities 
issued by the national mortgage associations. 

No law of this state requiring security upon which loans or investments may be made, 
or limiting the amount of loan to any stated proportion of the value of the security, or 
prescribing the nature, amount or form of such security or prescribing or limiting interest 
rates upon loans or investments, or prescribing or limiting the period for which loans or 
investments may be made, or prescribing or limiting periodical installment payments upon 
loans or securities, shall be deemed to apply to loans or investments made pursuant to this 
chapter. 


It is significant that in this statute trustees and trust companies are authorized to 
make both loans and investments of a specific nature. Kentucky and Oklahoma*® 
have statutes almost identical to this. Idaho, New Jersey, North Carolina, and 

* Supra note 17. 


* Ohio Laws 1934, pt. II, p. 295. ® Wis. Laws 1937, c. I5I. 
Ky. Srat. (Carroll, Baldwin's rev., 1936) §§4706-1, 4706-2; Okla. Laws 1937, c. 46. 
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Oregon statutes,*! while different in form, differ in substance only in the omission 
of the authorization included in paragraph (1) of the Wisconsin act. 

In a great majority of the states which have legislation of this nature there is no 
express authorization to trustees to make such loans as may be made in accordance 
with sections (1) and.(2) of the Wisconsin statute. The statutes of Arkansas, Cal- 
ifornia, Delaware, Florida, Illinois, Nebraska, North Dakota, New Hampshire, Ohio, 
South Carolina, Tennessee, Washington, West Virginia, and Wyoming*? are vir- 
tually identical to paragraph (3) of the Wisconsin law, both in form and in substance. 

In Alabama and Virginia** the express authorization to trustees includes only 
investments in mortgages insured by the Federal Housing Administrator. The 
Pennsylvania law** includes, in addition to insured mortgages, debentures issued by 
him and guaranteed by the United States. Louisiana*® omits from the typical pro- 
visions the obligations of national mortgage associations; Montana*® includes as 
investment for trustees only FHA debentures but for the trust companies adds the 
obligations of the mortgage associations. Neither the debentures nor the obligations 
of the mortgage associations are expressly included in the New York law.** The 
South Dakota statute®* includes “evidences of trust issued by a trustee, approved by 
the federal housing administrator, and secured by the deposit of entire mortgages 
insured by the Federal Housing Administration.” The Texas statute*® differs from 
paragraph (3) of the Wisconsin law in that the authorization extends to investments 
in “mortgages, bonds, debentures, notes, collateral trust certificates, and other such 
evidences of indebtedness issued or that may hereafter be issued under the terms 
and provisions of the National Housing Act ... or by any lawful agency created 
thereunder.” 

The statutes of Kansas, Indiana, Michigan, Minnesota, Mississippi, Missouri, and 
New Mexico*® contain no authorization to individual trustees, only trust companies 
and other institutions being mentioned. There is, however, no other substantial 
deviation from the typical Wisconsin law. 

In 1936 and again in 1937‘! the Maryland legislature passed a statute similar to 
these, but both were vetoed. 

A majority of the states which enacted legislation authorizing the investment of 
trust funds in the securities insured or issued under the NHA passed such statutes 


"Idaho Laws 1937, c. 26; N. J. Laws 1937, c. 90; N. C. Cope (Michie, Supp. 1937) §220(a) 2; Ore. 
Laws 1937, ¢. 54. 

® Ark. Acts 1937, no. 173, p. 646; Cat. Star. 1937, c. 358; Del. Laws 1937, c. 133; Fla. Laws 1937, 
c. 17949; Ill., supra note 10; Neb. Laws 1937, c. 13; N. D. Laws 1937, c. 103; N. H. Laws 1935, c. 323 
S.C. Acts 1937, no. 269, p. 406; Tenn. Acts 1937, c. 75; Was. Rev. Stat. (Remington, Supp. 1937) 
§5545-1; W. Va. Cope (1937) §3202(2); Wyo. Laws 1937, c. 8. 

* Ala. Acts 1935, no. 53, p. 124; Va. Cope (Michie, 1936) §5431. 

** Supra note 10. 

La. Gen. Stats. (Dart. Supp. 1937) §610.14. *® Mont. Laws 1937, c. 24. 

*7N. Y. Dec. Esrare Law §111; N. Y. Pers. Prop. Law §21. 

®S. D. Laws 1937, c. 161. ® Texas Laws 1935, ¢. 12. 

“ Kans. Laws 1937, c. 81; Ind., supra note 5; Mich. Laws 1937, no. 245, p. 387; Minn. Laws 1937, 
c. 88; Miss. Laws 1936, c. 172; Mo. Rev. Stat. (Supp. 1937) p. 1425; N. M. Laws 1937, c. 34. 

“ Md. Laws Spec. Sess. 1936, c. 155; id. 1937, c. 168. 
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first in 1935 and then, for the expressed purpose of clarification, amended them in 
1937.4? The later statutes, in general, simply eliminated the provisions which referred 
to the particular title of the NHA. 

Farm Credit Agencies. Many states prior to 1930 had legislation which authorized 
trustees to invest in farm loan bonds issued by the federal land banks pursuant to 
the Federal Farm Loan Act of 1916.** Following the enactment by Congress after 
1930 of additional farm relief statutes, other states added legislation which authorized 
investment in securities issued by the federal agencies created for the purposes of 
farm relief. Recent statutes in Alabama, Colorado, Illinois, Nebraska, and South 
Carolina** permit investments in bonds issued by the federal land banks. The new 
laws of Maryland and Texas*® specify obligations of the Federal Farm Loan Board. 
Iowa, Indiana, and Kentucky*® extend the authorization to all securities issued under 
the Federal Farm Loan Act and acts amendatory or supplementary. 

Bonds and other obligations of the Federal Intermediate Credit Banks, created 
by the Agricultural Credits Act of 1923,*7 were made lawful investments for trust 
funds by New York in 1935, Kentucky in 1936, and Pennsylvania in 1937.*° A sim- 
ilar bill in Maryland, passed in 1937, was vetoed.** 

The five states of Illinois, lowa, Kentucky, New York, and South Carolina*® 
have authorized investments in bonds and other obligations issued by the Federal 
Farm Mortgage Corporation, which was established under the authority of the Fed- 
eral Farm Mortgage Corporation Act of 1934.°° The legislature of a sixth state, 
Maryland,* sanctioned such investments, but the act died by veto. 

Reconstruction Finance Corporation. Texas has a unique statute, passed in 1933,>” 
which permits investments in all bonds, debentures, notes, collateral trust certificates, 
and other such evidences of indebtedness which have been or may be issued by the 
Reconstruction Finance Corporation. 

Agencies Unspecified. Other statutes have been passed by several of the states 
authorizing the investment of trust funds in securities without specification as to 
agencies. Seven states have recently enacted laws which expressly permit investment 
in bonds or other obligations which are guaranteed as to principal and interest by 
the federal government. Those states are Alabama, Delaware, Florida, Georgia, 
Idaho, Iowa, Nebraska, North Carolina, and Pennsylvania.5* 

“ Because of the large number of 1937 statutes and their unimportance for the purpose of this study, 
citations to them have been omitted. *® 39 Strat. 360 (1916), 12 U. S. C. A. §641 (1936). 

“ Ala. Acts 1935, no. 33, p. 65; Coro. Comp. Laws (Supp. 1932) §2767; Ill., supra note 10; Neb. 
Laws 1937, c. 60; S. C. Acts 1934, no. 879, p. 1493. “ Md. and Texas, both supra note 10. 

“Towa Laws 1935, c. 119; Ind., supra note 5; Ky., supra note 4. 

“ 42 Srat. 1454 (1923), 12 U. S. C. A. §641 (1936). 


“N. Y. Banxinc Law §239 (10a); Ky., supra note 4; Pa., supra note 10. 

** Md. Laws 1937, c. 168. 

“Tll., supra note 10; Iowa, supra note 46; Ky., supra note 4; N. Y., supra note 48; S. C., supra note 44. 

© 48 Strat. 349 (1934), 12 U. S.C. A. §1020h (1936). 

* Supra note 48a. ™ Supra note 10. 

* Ala., supra note 44; Dex. Rev. Cope (1935) $4401; Fla., supra note 32; Ga. Laws 1935, no. 97, p. 
483; Idaho Laws 1937, c. 62; Iowa Laws 1935, ¢. 119; Neb. Laws 1937, c. 60; N. C. Cope (Michie, 
1935) §220(a)1; Pa., supra note 10. 








406 Law anp Conremporary PRosLeMs 


The Texas legislature in 1933 enacted a far-reaching statute®* which authorizes 
investments in evidences of indebtedness “which have been, or which may be issued 
by . . . any entity, corporation, or agency which has been or which may be created 
by or authorized by any act which has been enacted, or which may hereafter be 
enacted by Congress . . . , which has for its purpose the relief of, or assistance to 
owners of mortgaged or encumbered homes, farms, and other real estate.” Wash- 
ington laws of 1933 and 1935°° permit trustees to invest in or exchange existing in- 
vestments for bonds of any “corporation which is or hereafter may be created by 
the United States as a governmental agency or instrumentality.” A 1935 statute of 
the Iowa legislature®* authorizes trust funds to be invested in “stock in any asso- 
ciation or corporation created or which may be created by authority of the United 
States, when the purchase of said stock is necessary or required as an incident or 
condition of obtaining a loan from any association or corporation created or which 
may be created by authority of the United States as an instrumentality of the United 
States.” 


OBLIGATIONS OF ForREIGN AND STATE GOVERNMENTS AND OF POLITICAL 
SUBDIVISIONS OF STATES 


More than a third of the states since 1929 have passed statutes dealing with the 
investment of trust funds in obligations of foreign and state governments and po- 
litical subdivisions of states. Unless otherwise indicated, the special terms used in 
describing the changes will have the following meanings: “General obligations” are 
those for the payment of which the full faith and credit of the issuer are pledged; 
“net debt ratio” is the ratio of net debt to the most recently assessed valuation of the 
property in the district; “cities” refers to all incorporated places, including towns and 
villages; and “default” means default in the payment of any part of the principal or 
interest on any funded indebtedness of the obligor. The population criterion is 
determined by the most recent federal census. 

Foreign Governments. Few states have amended their laws with regard to invest- 
ments in foreign government bonds. A 1937 Connecticut statute®’ eliminated from 
the list of legal investments the bonds of Great Britain, Ireland, and France, leaving 
only those of the Dominion of Canada. Concerning the latter, the requirements were 
added that the bonds be payable in United States dollars within this country and 
that there be a no-default record of five years, with an exception clause of go days. 
Delaware and Wisconsin in 1935 enlarged their legal lists to include general obliga- 
tion bonds of the Dominion of Canada, issued either by the government or any other 
debtor.®* Oregon has legalized investments in bonds of Great Britain and the Do- 
minion of Canada or any province thereof, if payable in the United States and 


™ Supra note 10. ' 
® Wasn. Rev. Stat. (Remington, Supp. 1937) §5545-2. 
© Supra note 52. ™ Conn. Gen. Star. (Supp. 1937) §729d. 


% Dex. Rev. Cove (1935) §4401(8); Wis. Laws 1935, c. 363. 
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having a no-default record of five years.°® Tennessee’s laws broadly permit invest- 
ments in bonds and stock issued or guaranteed by any foreign government with 
which the United States has diplomatic relations, having a no-default record of 30 
years, with an exception clause of 30 days; provided, that if such government has 
existed ten or more but less than 30 years, without default on its indebtedness, its 
bonds are legal investments.®° 

State Governments. A number of states have added to their legal lists certain 
obligations of state governments or have amended the clauses which concern such 
securities. Alabama in 1935 enacted for the first time for that state a legal list which 
includes bonds of all states.6* Arkansas now permits investments in bonds of that 
state.®* California has recently added to its state obligations the registered war- 
rants of the state.** Connecticut has removed the condition of admission to statehood 
prior to 1896, and has increased the no-default record from ten to 20 years.** It has 
removed also the provision for investment in certain bonds of states issued for fund- 
ing or refunding defaulted obligations.®° Delaware has extended its list to include 
bonds of the District of Columbia and has added the requirement that the securities 
in this section be general obligations of states having a no-default record of five 
years, with an exception clause of six months.®* Florida’s new legal list includes the 
bonds of any state (and Hawaii and Puerto Rico) which has a no-default record of 
ten years, with an exception clause of go days.®* Indiana has authorized investments 
in its own state bonds, whether direct or indirect obligations,** and in the bonds of 
other states having a no-default record of five years if the bonds are rated in one of 
the first three classifications established by one or more standard rating services 
specified by the Department of Financial Institutions.*® Kentucky in 1932 author- 
ized the investment in bonds and warrants of that state, including bridge revenue 
bonds issued by the Kentucky highway commission.’° The list adopted by Nebraska 
in 1931 includes bonds which are the general obligations of any state."1 In the same 
year Ohio added bonds of any state which has never defaulted.** Oregon has added 
the requirement that the bonds, both of that state or any other state, must be the 
general obligations of the state,"* and Pennsylvania has inserted the same condition 
for its own bonds."* In 1931 Tennessee added to the permitted investment in bonds 
of that state, the bonds and stock of any state or territory of the United States.” 
The Virginia law, which permitted investment in bonds of any state, has been ex- 
tended to include stocks of any state, and the restriction adopted that the state must 


°° Ore. Cope ANN. (Supp. 1935) §22-1214(4). 


© Tenn. Laws 1931, Cc. 100. @ Ala. Acts 1935, no. 33, p. 65. 

© Ark. Acts 1931, no. 215, p. 690. ® Cal. Stat. 1937, c. 341. 

“ Conn. Gen. Stat. (Supp. 1937) §723d. © Tbid. 

© Dex. Rev. Cove (1935) §4401(2). “Fla. Laws 1937, ¢. 17949. 

®Inp. Strat. (Baldwin, Supp. 1937) §7908(a). © Id. at §7908(b). 

™Ky. Srat. (Carroll, Baldwin’s rev., 1936) §4706. 

Nez. Comp. Stat. (Supp. 1935) §27-601. ™ Ohio Laws 1931, p. 372. 
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never have defaulted for more than go days.’® Wisconsin in 1935 removed the pro- 
hibition against investment in Nevada and Wyoming bonds and added a no-default 
record of ten years, with an exception clause of 30 days.** 

Political Subdivisions of States. Eighteen states since 1929 have added to their 
legal lists certain obligations of political subdivisions of states or have amended their 
laws concerning such obligations. The general tendency has been to add a minimum 
population requirement where there was none before and to require some no-default 
record. 

Alabama last year amended its list to include general obligation bonds of any 
county in the state having a no-default record of five years and also general obliga- 
tions, including interest-bearing warrants, of any board of education of any county 
or municipality of the state, secured by pledge of the three mill school tax.7* Arkansas 
has authorized investments in bonds issued by any county of the state or by municipal 
improvement districts created by cities in Arkansas.’® California in 1937 added 
bonds issued by any city or city and county of the state with a population of 25,000 
or by any department or board of such city or city and county, which are payable 
solely out of revenues from a revenue-producing utility owned, controlled, or op- 
erated by such city or city and county, or by any department or board thereof.8° 
Colorado has extended the authorization to bonds or stock of any consolidated school 
district of the state.8 Connecticut has removed the requirement that the state in 
which the city is located have been admitted to statehood prior to 1896,8? and has 
added bonds issued by any metropolitan district, created by special act, if the act has 
been approved and ratified by the electors of the several towns in such district.°* 

In Delaware the conditions have been made more stringent. The bonds of coun- 
ties and of school districts within the state must be their general obligations,** and 
for counties outside the state there have been inserted the following requirements: 
50,000 population; net debt ratio, 3%; direct and local and net debt ratio, 12%; and 
a no-default record of five years, with an exception clause of six months.®° For 
municipalities outside Delaware have been added a population requirement of 100,- 
000, net debt ratio of 10%, and a no-default record of five years, with an exception 
clause of six months.8* The authorizations in Florida are new.8* Investments may 
be made in general obligation bonds of any county or city outside the state which 
has a population of 40,000, a net debt ratio of 7%, and a no-default record of 15 years, 
with an exception clause of go days. For the general obligation bonds of any county, 
city, school district, or road and/or bridge district within Florida the population 
requirement is 2,000 and the no-default record and exception clause are five years 
and six months, respectively. There is no net debt ratio requirement. In Indiana 
investments may be made in the bonds of any county or city in any state, territory, 


Va. Cope (Michie, 1936) §5431(3). ™ Wis. Laws 1935, c. 363. 

8 Ala. Acts Spec. Sess. 1936-37, no. 86, p. 99. ™ Supra note 62. 
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or insular possession of the United States having a population of 30,000 and a no- 
default period of five years.*® There is no population requirement for the county, 
township, city, or other taxing district or municipality of Indiana, in whose bonds 
trustees may invest, though there must be a no-default record of five years, with an 
exception clause of six months.®® 

In 1931 Minnesota: included as legal investment for trust funds the bonds of any 
city in the state with a population of 50,000, or of any board of any such city, with- 
out regard to any debt limits other than those applicable to the issuance of such 
bonds.*° Two years later the bonds of villages and school districts qualifying under 
the act were made legal investments also.®! Nebraska has authorized the investment 
in bonds of any city, with a population of 200,000, located outside the state, which 
has a no-default record of five years, with an exception clause of go days.®°? The 
authorization extends also to general obligation bonds of any legally constituted 
political subdivision within Nebraska which has a similar no-default record and 
exception clause.°* A North Carolina law of 1931 made applicable to the bonds of 
any city and school district in the state, the provision authorizing investments in 
bonds of counties in North Carolina.®* Ohio has added to its law which extended 
to the bonds of any county, city, or school district of the state which has never 
defaulted, the permission to invest in the bonds of “any other subdivision” and 
limited the no-default record to ten years, with an exception clause of 120 days.®5 

In 1931 the Oregon legislature imposed the restrictions that the bonds be the gen- 
eral obligations of the political subdivisions issuing them, and for subdivisions out- 
side the state a population requirement of 25,000, and within the state, 2,000.°* 
Pennsylvania has added the qualification that at the date of the investment the polit- 
ical subdivision shall not be in default.°? The new list adopted in Tennessee in 
1931°® includes the bonds of any county or city in any state or territory, with a 
population of 45,000 and a no-default record of 25 years, with an exception clause of 
30 days. The population requirement for counties within the state is 15,000, and the 
no-default record is 20 years, with an exception clause of go days. Virginia in 1936 
extended the authorization to invest in bonds of cities outside the state to investment 
in bonds and stocks of any cities, counties, and districts in the United States.°® The 
population requirement was raised from 10,000 to 25,000, and the condition inserted 
that the subdivision have power to levy taxes on taxable real estate therein for the 
payment of such obligations without limitation of rate or amount. To the direct 
obligations of the issuing body were added obligations unconditionally guaranteed 
by the state. Wisconsin in 1931 raised the population requirement for cities outside 
the state from 25,000 to 30,000, and for the obligations of cities both within and 
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without the state inserted a no-default record of ten years, with an exception clause 
of 30 days.?°° 

Several states since 1929 have enacted laws authorizing investment in obligations 
of various state and local agencies. Perhaps the most important group of such statutes 
are those authorizing investments in the bonds of state housing authorities, which 
were passed in Arkansas, Colorado, Louisiana, Montana, North Carolina, Pennsyl- 
vania, and Tennessee.*°! However, most of the statutes are restricted to specific 
issues, and, because of their limited and localized significance, they have not been 
included in this study. 

RatLroap SECURITIES 


Nine states since 1929 have made important changes in their laws relating to the 
investment of trust funds in railroad obligations. In three of these, Florida, Pennsyl- 
vania, and Tennessee, the express authorization to invest in railroad securities is new, 
and detailed specifications are set forth, New Hampshire and New York have 
simply added temporary provisions to meet the crisis caused by depressed business 
conditions. The remaining states, Connecticut, Delaware, Virginia, and Wisconsin, 
have made detailed alterations in the criteria imposed for such obligations. The 
changes in Connecticut have been the most drastic. 

Throughout this section, unless otherwise indicated, “years” means fiscal years. 
“Net earnings” are the earnings available for fixed charges,’°* and a “net earnings 
ratio” is the ratio of earnings available for fixed charges to fixed charges. “Total debt 
ratio” is the ratio existing between outstanding fully-paid capital stock and the 
funded debt of the corporation.'°** “Shares of stock” refers to outstanding shares of 
capital stock. “Terminal property” includes terminals, depots, bridges, and tunnels; 
and “terminal bonds” are those secured by terminal property. 

Because of the long and detailed, yet relatively standardized, specifications, the 
requirements for equipment trust certificates have not been set forth in this study. 

Connecticut. The laws of Connecticut permit trustees to invest in securities legal 
for savings banks.1°* Minor changes were made in the provisions relating to the 
obligations of railroads in 1931 and 1933.'°* In 1937 a general revision took place. 
The former law’®® classified the accepted railroads according to place of incorpora- 
tion and location of roads. Different requirements were established for those rail- 
roads (1) incorporated in New England whose roads were wholly located there; 

1 Supra note 77. 

7 Ark. Acts 1937, no. 298, p. 1074; Colo. Laws 1935, c. 131; La. Gen. Stat. (Dart, Supp. 1937) 
§6280.23; Mont. Rev. Copes (1935) §5309.25; N. C. Cope (Michie, 1935) §6243(25); Pa. Stat. ANN. 
(Purdon, Supp. 1937) §801(18); Tenn. Acts 1st Spec. Sess. 1935, c. 20. 

%® The statutes of most states discussed herein define “fixed charges.” Connecticut and Virginia 
adopted the meaning prescribed by the Interstate Commerce Commission for annual reports of railroads. 

*®* This ratio for Pennsylvania and for Connecticut criteria for railroads is the ratio of the capital stock 
plus the total amount of obligations not containing an unconditional promise to pay interest thereon to the 
total amount of obligations containing such a promise. 
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(2) incorporated in New England and having at least half their roads there; (3) in- 
corporated in New England or in New York State and located wholly or in part 
there; and (4) incorporated elsewhere in the United States. The requirements were 
increasingly stringent in that order. The criteria employed were (a) mileage; 
(b) ratio of gross earnings to fixed charges; and (c) payment of annual cash dividends 
which, for all classes, must have equalled at least 4% per annum. 

The 1937 act divided the accepted railroads into two classes: “Qualifying Rail- 
road Corporations” and (without apology to Hollywood) “Super-Qualifying Rail- 
road Corporations,” specifying requirements for the “eligible obligations” of each 
class. In the present law the geographical differentiation is dispensed with, and all 
railroads incorporated in the United States are treated alike. Street railways are 
excluded. The mileage requirement is now uniform and in the alternative with 
railway operating revenues, the former being 500 miles and the latter revenues of 
$10,000,000 for the last fiscal year. The total debt ratio is limited to 1 to 3; the no- 
default period is five years. In place of the dividend-paying condition there has been 
inserted the requirement of a net earnings ratio of 1% to 1 for three of the last four 
years. For 1935 this ratio is fixed at 1, and, for 1936, at 114 to 1. A “Super-Qualifying 
Railroad Corporation” is one which meets the above requirements, provided that 
in three of the last four years it has a net earnings ratio of 3 to 1. A 2 to 1 ratio 
prior to 1937 will suffice. 

“Eligible obligations” of a “qualifying” railroad are those issued, assumed or 
guaranteed by such railroad, and secured by (1) a mortgage which is a first lien on 
at least two-thirds of the total length of the lines mortgaged, including main line 
track between cities of 40,000, and is subject to a mortgage inferior in lien, or, in the 
case of leased roads, protected by a rental sufficient to enable the lessor to pay div- 
idents; or (2) a mortgage on property, all or a substantial part of which is terminal 
property; or (3) the irrevocable pledge of other “eligible obligations.” Equipment 
trust obligations meeting certain specifications are included as eligible obligations. 

“Eligible obligations” of a “super-qualifying” railroad are those meeting the 
above requirements and which are issued, assumed or guaranteed by a “super- 
qualifying” railroad. Such obligations must be secured by either a first or refund- 
ing mortgage on 75% of the lines owned by the issuing railroad or by a mortgage 
prior in lien to an eligible refunding mortgage and covering property used by the 
“super-qualifying” railroad. 

A significant provision in the 1937 law is that which states that nothing in this 
subsection will render illegal the investment in, or hereafter in, railroad obligations 
which were “legals” on January 1, 1937, so long as the obligations continue to comply 
with the laws in force at the time they were declared legal investments. Once such 
an obligation fails to comply with those laws it loses its status as “legal” until it 
complies with the 1937 act. 

Delaware. Delaware laws, which, before 1930, permitted investments in mort- 
gage bonds and in collateral trust bonds secured by guaranteed underlying stocks, 
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where there was a no-default record of ten years, with an exception clause of ninety 
days,!°? were amended first in 19317°° and again in 1935.'°° The latter act authorizes 
investments in bonds secured by mortgages upon at least a part of the railroad 
property where the corporation has an average net earnings ratio of 1% to 1 for the 
last five years, provided that, if the net earnings ratio in 1934 and 1935 equalled 1, an 
average ratio of 1.2 to 1 for the five years would suffice. Added also was the author- 
ization to invest in mortgage bonds assumed or guaranteed by an accepted railroad, 
if, as to such bonds, there is a no-default period of five years. The permission to 
invest in equipment trust obligations was qualified by new requirements.'?° 

Florida. The provisions for investment in railroad obligations are part of the 
legal list adopted in 1931 and amended in 1937.11! Trust funds may be invested in 
mortgage bonds on railroad or terminal property assumed or guaranteed by a 
qualified railroad company. A “qualified railroad company” is one (a) incorporated 
in the United States; (b) owning and operating 500 miles of track within the United 
States; (c) having operating revenues during the last year from all its own or sub- 
sidiary lines of $10,000,000; (d) having a no-default record of five years; and (e) 
having in four of the last five years a net earnings ratio of 1, and in the last year a 
ratio of 114 to 1. The act defines net earnings and fixed charges. 

New Hampshire. Temporary provisions were enacted in 1933, 1935, and 1937'!* 
to enable trustees to invest in obligations of certain railroads unable to meet the 
requirements set forth in the legal list. The New Hampshire laws'® provide that 
in each of the last three years the railroad must have had a net income of $10,000,000 
and at least 1/ times the annual interest on the obligations in question and all other 
obligations of equal or prior lien; or (b) a net income of $2,000,000 and not less than 
1% times such interest. The emergency legislation of 1937 provides that until May 
15, 1939, savings banks (whose authorized investments are legal for trustees) may, 
only upon the written approval of the commissioner, reinvest the proceeds of sale of 
railroad securities in mortgage bonds of roads having for the last three years an 
annual net income of $2,000,000, a net earnings ratio of 1, and not having defaulted 
during that time. The bonds must be secured by (a) first mortgage on property 
owned or operated by the railroad; or (b) a refunding mortgage covering 75% of 
the roads owned in fee as of its date and providing for the retirement of all out- 
standing mortgage debts prior in lien thereto. 

The temporary provisions of the 1937 law provide also that mortgage bonds and 
senior obligations of railroads and terminals become legal investments upon certifica- 
tion by a Board of Investments*?** created by the act and by the bank commissioner. 
No securities are to be certified except those of railroads incorporated before 1920 


27 Der. Rev. Cope (1915) §3875. 1 Del. Laws 1931, c. 259. 

1 Der. Rev. Cove (1935) §4401(10). 10 Td. §4401(2). 

11 Fla. Laws 1931, c. 15064; Laws 1937, c. 17949. 

U2 N. H. Laws 1933, c. 67; Laws 1935, cc. 32, 119; Laws 1937, c. 103. 

USN. H. Laws 1929, c. 122. 
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the council. 
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and rated A, AA, AAA or equivalent by at least two recognized investment services 
approved by the commissioner. The Board, with the approval of the commissioner, 
may at any time remove a certified security. 

New York. To meet exigencies created by the depression, New York in each year 
from 1932 to 1937,'"* inclusive, enacted “moratery” legislation to allow investment 
of trust funds in obligations of railroads no longer able to comply with the legal list 
requirements. The 1937 statute provided that, whenever in the section concerning 
railroad obligations a number of fiscal years is mentioned, each of the years beginning 
in 1931 through 1936 should be excluded from the count if their inclusion would 
render the security ineligible. The statute provided also that railroad securities 
eligible for investment in 1931 or which became eligible before April 1, 1938, would 
continue so until the latter date in the absence of default. This “moratory” legisla- 
tion has not been re-enacted in 1938, but a statute has been passed which allows 
trustees to continue to hold railroad obligations acquired prior to April, 1938 if such 
securities were eligible for investment when they were purchased.'!** 

Pennsylvania. Railroad obligations (other than those of street railways) were first 
authorized in 1935,'75 the statute being changed in some particulars in 1937.11° A 
“qualified railroad corporation” is one incorporated in the United States, owning 
and operating 500 miles of lines and having operating revenues, in the last year, of 
$15,000,000 or more. Requisite are a total debt ratio of 1 to 2, a no-default record of 
five years, and, during three of the last four years, a net earnings ratio to the fixed 
charges of the last year of 1 for any years before 1936 and a ratio of 1% to 1 for 
years after 1935. 

Eligible obligations are those issued, assumed, or guaranteed by a qualified road, 
either directly or by the terms of a lease extending twenty years beyond maturity of 
the obligation, and equipment trust obligations of a qualified road. The bonds are 
to be secured by (a) a first lien mortgage on two-thirds of the total roads covered, 
including through lines between two cities of 40,000, and, unless the railroad is one 
having a net earnings ratio of 3 to 1 in each of the last three years, the mortgage is 
to be subject to an inferior lien, or, in the case of leased roads, protected by a rental 
sufficient to enable the lessor to pay dividends; or (b) secured by mortgage on 
terminal property; or (c) secured by the irrevocable pledge of other eligible obliga- 
tions equal in amount and interest to the bonds secured. 

Tennessee. In 1931 an almost entirely new legal list was adopted.'!* Eligible rail- 
road obligations are those issued, assumed, or guaranteed by the railroad either 
directly or by the terms of a lease made or assumed by it and equipment trust obli- 
gations. The road is required either to own and operate 500 miles of track or have 
operating revenues of $10,000,000 in each of five of the last six years. The net earn- 
ings ratio is fixed at 114 to 1 for a period of five of the last six years if the railroad 

M4N. Y. Banxinc Law §239(7a). 

man. Y. Laws 1938, c. 352. 45 Pa, Laws 1935, no. 206, p. 545. 
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has paid cash dividends equalling 25% of its fixed charges; otherwise, nine of the 
last ten years. The railroad is required to have a six year no-default record. The 
bonds may be secured by direct mortgage on roads owned or operated by the obligor; 
on terminal property; or by the irrevocable pledge of other railroad obligations which 
are “legal.” Other obligations are eligible if, in each of five of the last six years, the 
net earnings have been twice the sum of fixed charges (and full interest on such in- 
come mortgage bonds, if any), and the net income has been not less than $10,000 and 
the road has not been in default. 

The investments in railroad obligations are limited to 25% of the assets of any 
trust, and in the obligations of any one road, 10% of such assets. 

Virginia. The former law*® authorized trustees to invest in direct obligations of 
railroads, excluding street railways, whose lines were located at least partly in Vir- 
ginia, provided the corporation had been in operation ten years without default on 
its indebtedness and had paid dividends out of income for the last two years to 
holders of all classes of its stock. In 1933'!® there was added an authorization to 
invest in stocks and any other securities of a railroad whose lines had been leased by 
a railroad meeting these requirements at a rental sufficient to defray the lessor’s 
operating and maintenance charges, and, in case of stock investments, to pay a fixed 
dividend upon the issue. The lease is to extend at least twenty years beyond the 
maturity date of the obligation or, if there is none, 50 years beyond the date of 
investment. 

In 1936 the qualifications for accepted railroad obligations were altered.’?° In- 
vestments may now be made in obligations, including equipment trust obligations, 
issued, assumed or guaranteed by a railroad incorporated in the United States which 
meets the following requirements: (a) gross operating revenue of $10,000,000 for 
each of the last five years; (b) average net earnings ratio averaging 2 to 1 the last 
seven years and equalling 14 to 1 the last year; and (c) the average market value 
of all outstanding securities junior to its bonded debt is equal to two-thirds of its 
total fixed charges for the preceding year capitalized at 5%. The average market 
value is to be computed by averaging the highest and lowest market quotations for 
the calendar year of the investment and, if the expired portion of that year is less 
than six months, the calendar year preceding. 

The 1936 law permits also investments in preferred stock of railroads operating 
within the United States and meeting the following requirements:1*1 (a) Cumulative 
stock preferred as to dividends and capital; (b) gross operating revenues of $10,000,- 
ooo in each of the last five years; (c) a net earnings ratio to fixed charges plus 
preferred stock dividend requirements averaging 2/4 to 1 the last seven years and 
equalling 2 to 1 the last year; and (d) an average market value of all outstanding 
securities junior to the preferred stocks, which is equal to the sum of the par value 
of the total issue of preferred stock in question and of all other preferred issues equal 


™8'Va, Cope (Michie, 1930) §5431(10). 1° Va. Laws 1933, Pp. 79. 
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or senior in rank, and its total fixed charges for the preceding year capitalized at 5%. 
The average market value is to be computed as indicated in the preceding paragraph. 

Wisconsin. ‘The Wisconsin law was amended in 1935.1** Before that time invest- 
ments could be made in the mortgage bonds of any railroad within the United States 
owning and operating 500 miles of track and which had paid dividends upon its 
entire capital stock for the last ten years.!*3 

In the new statute the mileage requirement is retained, but the dividend require- 
ment is removed, and other criteria added. They are: (a) gross earnings of $10,000,- 
ooo during the last five years; (b) a no-default period of five years; (c) average net 
earnings ratio of 114 to 1 for the last five years; and (d) a net earnings ratio of at 
least 1 in each of those years. 


Pustic Utirity Securities 


Connecticut, Delaware, Minnesota, New Hampshire, and Wisconsin have made 
major changes in their laws relating to public utility securities. New Jersey and 
New York have extended the scope of their provisions. Florida, Pennsylvania, Ten- 
nessee, and Virginia have added authorization to invest in such obligations, where 
no such express sanction existed before. The Virginia act contains detailed specifica- 
tions for preferred stock of utilities in which investments may be made. 

In this section the phrase “public utilities earnings requirement” refers to the 
minimum percentage of gross operating revenue which must be derived from the 
business of supplying the principal commodity or service of the utility in question. 
“Outside earnings” are those earnings derived from any one activity other than the 
supplying of the principal commodity or service, and “outside earnings restriction” 
is the maximum percentage of gross earnings which may be “outside earnings.” 
“Franchise requirement” refers to the number of years which the franchise must 
extend beyond the maturity date of the obligation purchased. Other terms, includ- 
ing “net earnings,” “net earnings ratio,” “total debt ratio,” and “years” are used 
with the same meaning as in the previous section. 

Connecticut. The Connecticut law deals severally with the different types of 
public utilities. Amendments have been enacted in 1931, 1935, and 1937. The 
authorization to invest in obligations of companies supplying electricity and artificial 
gas has been extended to include those of utilities dealing in natural gas.’** The 
former restriction of 10% on outside earnings has been increased to 15%, and the 
franchise requirement has been lowered from ten to five years. The 1937 act!?5 
added to the provisions concerning investment in bonds of Connecticut gas and 
electric companies a permission to purchase debenture bonds of companies whose 
property is free from mortgage if the debentures are to be secured equally with any 
mortgage obligation subsequently issued. 

The legislature in 1937 added a new provision relating to investments in telephone 

2 Wis. Laws 1935, C. 363. %8 Wis. Srat. (1929) §231.32. 


1% Conn. Gen. Stat. (Supp. 1937) §731d; (Supp. 1935) §1494c; (Supp. 1931) §545a. 
4 Conn. GEN. Stat. (Supp. 1937) §727d. 
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company obligations, eliminating the restriction to Connecticut companies, provided 
the net income for each of the last three years amounted to $50,000,000 and to four 
times interest charges on outstanding debts, and the company’s total debt ratio for 
the last year was at least 2 to 1.12* The provisions concerning Connecticut companies 
are unaffected by this section. In 1931 these had been amended by repealing the 
provision which required the obligations to be secured by a first mortgage on at least 
75°/, of the company’s property and which limited the amount of the bonds issuable 
thereunder to 25% of such property.127 New criteria substituted were: (a) total 
debt ratio of 1; and (b) the payment from net earnings each year for the last four 
years of cash dividends of 4% on all capital stock. 

The provisions concerning obligations of Connecticut water companies were 
amended in 1931 by the addition of the requirements that the company be the sole 
utility supplying water to communities of 15,000 in the state, that its franchise be 
unlimited in time, and that it have a total debt ratio of 1.128 

Delaware. Before 1931 trustees were allowed to invest in mortgage bonds of rail- 
road, transportation, and public service corporations, with no other restrictions 
specified.12® A 1931 amendment permits investments in mortgage bonds of public 
utilities which have had an average net earnings ratio of 2 to 1 for the last five 
years.18° This was qualified in 1935 by an act which provided that if such period 
included 1934 or 1935 and if in those two years the corporations had a net earnings 
ratio of 114 to 1 a ratio averaging 1% to 1 for the five years would suffice.’ The 
same act permits investment in mortgage bonds with a no-default record of five 
years and which have been assumed or guaranteed by a corporation qualifying 
above.}32 ; 

Florida. The Florida provisions are parts of the legal list adopted in 1931 and 
amended in 1937.1** Trustees are authorized to invest in bonds issued, assumed, or 
guaranteed by companies supplying artificial or natural gas, water, or electricity. 
The companies to qualify must be incorporated in the United States, operating under 
the jurisdiction of a public service regulatory body and, in the territory in which at 
least 75% of the gross revenues are obtained, under franchises granted by, or subject 
to, such body or extending at least five years beyond the maturity of the bonds. The 
corporation (and its predecessors) must have existed eight or more years, with a 
no-default record in the last eight years and a net earnings ratio averaging 2 to 1 in 
the last five years and equaling 2 to 1 in the last year. The public utilities earnings 
requirement is 75%, with an outside earnings restriction of 159%. The bonds must 
be part of an issue of $1,000,000 or more, secured by a first or refunding mortgage on 
property owned and operated by the issuing or assuming company, or underlying 
mortgage bonds similarly secured. The aggregate principal amount of all first or 


Id. §732d. #7 Conn. GEN. Stat. (Supp. 1931) §543a. 
8 Id. §542A. Der. Rev. Cope (1915) §3875. 
© Del. Laws 1931, Cc. 259. ™1 Der. Rev. Cope (1935) §4401(10). 


@ Id. §4401(11). 
*® Fla. Laws 1931, c. 15064; Laws 1937, c. 17949. 
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refunding mortgage bonds and all the underlying bonds is not to exceed 60% of the 
property owned and subject to these liens. Refunding mortgages must provide for 
the retirement by maturity of all bonds secured by prior liens. 

The regulations for bonds issued, assumed, or guaranteed by telephone com- 
panies are the same as those for bonds of gas, water, or electric utilities except that 
the minimum amount of the issue is set at $5,000,000 instead of $1,000,000 and the 
franchise and public utilities earnings requirements and the outside earnings re- 
striction are omitted. 

Minnesota. Minnesota amended its detailed requirements for public utilities 
securities in 1933.7°* Businesses supplying natural gas are now included. Provisions 
for gas, electric, and water companies remaining unchanged include incorporation, 
regulatory, franchise and public utilities earnings requirements, all of which are the 
same as those in Florida; and a total debt ratio of 2 to 3. The gross earnings require- 
ment, formerly $1,000,000 annually, with no limitation as to period, now calls for an 
average of that amount for the last five years. The net earnings ratio requirement 
of 2 to 1 for the period of the last five years has been altered to require such a ratio 
in each of those years. There has been added a new provision similar to the one in 
Florida, requiring existence for eight years, without default. The provisions for 
securing the bonds have been amended also. The former law required security in 
the form of first mortgage on all property of the issuing corporation, or a first and 
refunding mortgage containing provisions for retiring all prior liens. The security 
provisions of the 1933 act are the same as those in Florida, with the additional require- 
ment that mortgages junior to underlying mortgages must provide for the retirement 
or refunding of the latter, which, in turn, must either be closed or open only for 
the issuance of bonds to be pledged under the junior mortgage. 

Before the 1933 amendment bonds issued, assumed, or guaranteed by telephone 
companies were subject to the same restrictions as bonds of gas, water, and electric 
utilities.1°° The new statute deals with them separately, but differs only in removing 
the franchise and public utilities earnings requirements and the outside earnings 
restrictions and in providing that gross operating revenues must average $5,000,000 
annually for the last five years. The bonds must be part of an issue or subsequent 
series aggregating $5,000,000, all protected by the same mortgage provisions. The 
security requirements differ in that there is no provision for security by underlying 
mortgage bonds. Not more than one-third of the property used as security may be 
stock or unsecured obligations of affiliated or other telephone companies. 

New Hampshire. The permanent provisions concerning investments in obliga- 
tions of public service companies were amended in 1931 and 1933'** and temporary 
provisions enacted in the latter year and in 1935 and 1937.'** For mortgage bonds 
issued, assumed, or guaranteed by a public service company or by its subsidiaries, if 
the parent company had reserved bonds for their refunding, either a net income of 


34 Minn. Stat. (Mason, Supp. 1936) §7714(10, 11). 
18 Minn. Stat. (Mason, 1927) §7714(10). 8° N. H. Laws 1931, c. 96; Laws 1933, ¢. 67. 
1” NH. Laws 1933, c. 67; Laws 1935, cc. 32, 119; Laws 1937, ¢. 103. 
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at least $500,000 and a net earnings ratio of 134 to 1 or a net income of $250,000 and 
a net earnings ratio of 2 to 1 was required in each of the last three years.4®° The 
1931 amendment removed the first alternative and lengthened the period to three of 
the last four years. For obligations other than mortgage bonds the requirements of 
net income of $500,000 and a net earnings ratio of 2 to 1 were preserved, but the 
period was similarly lengthened. In 1933 investment in such issues was further 
restricted to companies whose total interest-bearing obligations do not exceed 65% 
of their assets and to issues protected by provisions prohibiting any increase in exist- 
ing mortgage debts without equally securing or refunding or retiring the unsecured 
issues. The existing requirement, applicable to all issues, that the franchise extend at 
least to maturity was changed to three years beyond maturity. New provisions 
required the company to operate under a franchise covering at least 51% of its gross 
operating revenue or under an agreement with a public service commission equally 
protecting the bondholders’ security. 

Temporary provisions enacted in 1933 and re-enacted in 1935 and 19377°® allow 
savings banks, but only upon the written approval of the commissioner, to reinvest 
the proceeds of sale of public service company securities in their mortgage bonds 
eligible for investment on April 9, 1931, if in each of the last three years a net 
earnings ratio of 14 to 1 had been met. The same provision was made for mortgage 
bonds and senior obligations of public utilities certified by a Board of Investments 
as was made for such obligations of railroads, discussed above.'*° 

New Jersey and New York. Both states, the former in 1931 and the latter in 
1932,'*1 added to their laws concerning public utilities, companies engaged in the sale 
of artificial gas or a mixture of natural and artificial gas. 

Pennsylvania. Express authorization to invest in obligations of natural and arti- 
ficial gas, water, and electric companies was given first in 1935 and amended in 
1937.14 The qualifications for accepted companies are the same as those in Florida 
with the added requirement of a total debt ratio of 2 to 3. The obligations are to be 
secured in the same manner as in Florida, except that, as in Minnesota, mortgages 
junior to underlying mortgages must provide for the retirement or refunding of the 
latter, which, in turn, must either be closed or open only for the issuance of bonds to 
be pledged under the junior mortgage. The mortgages in Pennsylvania may also be 
secured by the irrevocable pledge of other eligible obligations equal in amount and 
interest to the bonds secured. 

The qualifications for accepted telephone companies and their bonds are the same 
as those for the other utilities, with the same exceptions as are made in Florida.!#? 

Tennessee. The Tennessee statute which authorizes investments in companies 
supplying electricity and artificial gas, a part of the legal list enacted in 1931,!** is 


88. N. H. Laws 1929, c. 122. © Supra note 137. M9 See p. 412, supra. 
14.N, J. Laws 1931, c. 167; N. Y. Banxinc Laws §239(12). 

Pa, Laws 1935, no. 206, p. 545; Pa. Stat. ANN. (Purdon, Supp. 1937) §801(9). 

Pa, Stat. ANN. (Purdon, Supp. 1937) §801(10). 

** Tenn. Acts 1931, Cc. 100. 
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substantially the same as the corresponding Pennsylvania act, with the added require- 
ment of annual average gross operating revenues of at least $1,000,000 for the last 
five years and earnings in each year available for or paid in dividends of an amount 
equal to 4% upon a sum equivalent to two-thirds of the funded debt. The bonds 
are to be secured as in Pennsylvania except that there is no provision for security 
by way of pledge of other eligible obligations. The Tennessee statute imposes a 
further restriction limiting the amount of the assets of the trust which may be 
invested in such bonds to 25% and in any one such company to 10%. 

The criteria for telephone companies are the same as those imposed by the Penn- 
sylvania act, with the added requirement of gross operating revenues for the last 
five years averaging $5,000,000 annually, and earnings in each year available for or 
paid in dividends amounting to 4% upon all its outstanding capital stock. The bonds 
are to be secured as in Minnesota. The limitation on the amount of investment is 
the same as for other utilities. 

Virginia. Virginia’s legal list was amended in 1936 to include, among other 
changes, provisions for investment in obligations of electric and telephone companies, 
theretofore unauthorized.1*® Companies operating in the United States and subject 
to a public service regulatory body qualify if they have had gross operating revenues 
of at least $10,000,000 in each of the last five years; a net earnings ratio averaging 
1% to 1 in each of the last seven years and equalling 14 to 1 in the last year; and a 
ratio of total par value of bonded debt (including subsidiaries) to gross operating 
revenues of not more than 4 to 1. Electric companies within the act are those at 
least 809% of whose total revenue for the last year was derived from direct payments 
by customers for services rendered and which meet a 60% public utilities earnings 
requirement and, on traction operations, a 10% outside earnings restriction. 
Telephone companies are subject to the 80% customer payment requirement only. 

Virginia’s legislature in 1936 sanctioned investments in the cumulative preferred 
stock of electric and telephone companies operating in the United States and subject 
to a public service regulatory body, if preferred as to dividends and capital.'** To 
qualify the company must have had gross operating revenues of $10,000,000 in each 
of the last five years; net earnings ratio to fixed charges and dividend requirements 
for the preferred stock in question annually averaging 2 to 1 for the last seven years 
and equalling 1% to 1 the last year; and a 4 to 1 ratio of the sum total of par value 
of the bonded debt and par value of the issue of preferred stock and other issues 
equal or senior in rank to gross operating revenues. The same requirements are 
imposed for revenue sources as for other obligations of the companies. 

The 1936 amendment authorized also investment in obligations issued, assumed, 
or guaranteed by the American Telephone and Telegraph Company provided that 
the company and its subsidiaries had a net earnings ratio averaging 1% to 1 for the 
last seven years and equalling 114 to 1 in the last year.’47 


45‘Va, Cope (Michie, 1936) §5431(14). 
™ Id. §5431(15). ™T Id. §5431(16). 
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Wisconsin. Changes were made in the detailed provisions of the Wisconsin law 
in 1935.'48 The former act'*® relating to mortgage bonds of “any public utility” was 
changed so as to enumerate utilities supplying gas, electricity, water, and telephone 
service. Street railways were eliminated and the requirement that the company 
operate in cities of 10,000 removed. The former requirement of a ratio of gross 
earnings to interest charges on all mortgage debt equal or senior in rank to the 
bonds purchased of 6 to 1 for each of the last five years was removed and an annual 
gross earnings criterion of $1,000,000 substituted. A net earnings ratio averaging 
2 to 1 for each of the last five years and equalling 14 to 1 in the last year is now 
required in place of the former criteria of net earnings of $100,000 and a net earnings 
ratio of 2¥% to 1 during each of the last five years. Other provisions of the former 
law have been retained in the 1935 amendment. 

The legislature in 1935 added as “legal” obligations of constitutionally-sanctioned 
municipally-owned public utilities of Wisconsin, provided the net book value of the 
property pledged as security for such bonds has been established or approved by the 
public service commission, and the total issue of such bonds does not exceed 50% 
thereof.1°° 


SECURITIES OF CoRPORATIONS OTHER ‘THAN Ralxroaps AND Pusiic UTiuiries 


Delaware, Illinois, New Hampshire, and Ohio since 1929 have altered their laws 
concerning investments in obligations of those corporations not included in the 
previous sections, and Indiana, Nebraska, Oregon, and Virginia have for the first 
time enacted legislation expressly authorizing such investments. Special terms used 
herein are given the same meaning as in previous sections. 

Delaware. Prior to amendments in 1931 the Delaware law, in addition to per- 
mitting investment in bonds of railroads and transportation and public service cor- 
porations, authorized investment in bonds of other corporations where secured by a 
first mortgage upon productive real estate free from prior liens.151 The 1931 act 
reduced the security required by specifying merely that the bonds be secured by 
mortgage, but added a requirement of an average net earnings ratio of 3 to 1 for 
the last five years.1°* An amendment in 1935 added mortgage bonds with a no-default 
record of five years and which have been assumed or guaranteed by a corporation 
qualifying above.'®* 

Illigois. Illinois before 1930 permitted investments in first mortgage bonds of any 
corporation in the United States upon which there had been no default for five 
years.°3* In 1937 a statute was enacted authorizing trustees to invest in first mort- 
gage bonds of corporations in the United States qualifying under the terms of the 
Federal Securities Act of 1933 and the Securities Law of Illinois, issued in whole or 


MS Wis. Laws 1935, Cc. 363. 

™ Wis. Star. (1929) §231.32. ™ Supra note 148. 

1 Der. Rev. Cope (1915) §3875. 2 Del. Laws 1931, ¢. 259. 

%8 Der. Rev. Cope (1935) §4401(10). 18 Iii. Rev. Stat. (Cahill, 1929) c. 3, §144. 
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in part to refund any first mortgage bonds of such corporations cligible for invest- 
ment at the time of refunding.'®* 

Indiana. A legal list was enacted in Indiana in 1933 and amended in 1935 and 
1937.'°° The act as amended includes bonds and debentures of corporations with a 
no-default record of five years rated in one of the first three classifications established 
by at least one standard rating service specified by the Department of Financial 
Institutions and meeting the requirement of marketability prescribed by the depart- 
ment.}5¢ 

Nebraska. The Nebraska legislature in 1935 authorized investment in obligations 
secured by first mortgage on real estate located at least partly in that state and issued 
by corporations doing business there and having a net earnings ratio averaging 2 to 1 
during the last five years and a no-default record of ten years.157 A provision was 
added in 1937 permitting a court, upon application by the trustee, to sanction invest- 
ments in obligations of corporations organized elsewhere in the United States pro- 
vided such obligations are rated by generally used publications of at least two 
statistical organizations in either of the two highest ratings of such organizations.1°* 

New Hampshire. The provisions for investment in bonds of any New England 
manufacturing company which had earned during four of the last five years 4% 
dividends on its entire capital stock and which had a net debt not exceeding 50% of 
its unimpaired capital stock was restricted in 1931 to companies engaged in manufac- 
turing in New Hampshire and whose net income in four of the last five years at 
least doubled the interest on the bonds in question and others of equal or prior 
lien.15® The other requirements were removed. The criteria for companies in whose 
stock or certificates of interest trustees might invest were formerly the same as the 
criteria for bonds.1®° The 1931 act changed these to the requirement that the com- 
pany have earned in four of the last five years net income available for 49% dividends 
on the entire outstanding issue of the stock purchased. This act added stock or 
certificates of interest in New Hampshire fire insurance companies with capital 
stock of $1,000,000 and unimpaired surplus of $500,000. The dividend requirement is 
the same as for manufacturing companies. The same act added to the provisions 
for investment in bonds secured by collateral dealt in on the Boston and New York 
exchanges, collateral dealt in on the New York Curb Exchange, but made no other 
change as to the requisites of the collateral. 

Temporary provisions enacted in 1935 and extended in 1937,'° permit investment 
in mortgage bonds and senior obligations of industrial companies, except holding 
companies, incorporated in the United States, if the obligations have been certified 
by a Board of Investments, with the approval of the bank commissioner. The pro- 
visions as to certification are the same as those for railroads and public utilities.’® 


14 Tri. Rev. Stat. (Bar Ass’n ed., 1937) c. 148, §32. 


5 Inv. Stat. (Baldwin, Supp. 1937) $7908. ¥6 Id. §7908(d). 
#*™ Nes. Comp. Stat. (Supp. 1935) §27-601. 188 Neb. Laws 1937, c. 60. 
™N. H. Laws 1931, ¢. 96. 7©N. H. Laws 1929, ¢. 122. 


1 N, H. Laws 1935, cc. 32, 119; Laws 1937, ¢. 103. 
18 See p. 412, and p. 418, supra. 
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In 1937 permission was given to invest in those stocks of banks and trust com- 
panies which are legal for savings bank investment.'® 

Ohio. The former Ohio law included as “legal” bonds of corporations having a 
net earnings ratio of 2 to 1 for the last four years and those of corporations whose 
bonds of the issue purchased and other prior incumbrances do not exceed 50% of 
the value of the property securing such bonds.’** This provision was removed in 
1937 and authorization substituted to invest in marketable obligations as prescribed 
by the Superintendent of Banks upon the approval of the Banking Advisory 
Board.1®5 The authorization to invest in stocks upon which dividends have been 
earned and paid for the last five years has also been removed and no provision com- 
parable to the above substituted.1®* 

Oregon. In 1933 the Oregon legislature added to the legal list bonds listed on 
the New York Stock Exchange of any railroad, telegraph, telephone, electric, and 
water company having a no-default record of five years.‘®** For this provision there 
was substituted in 1935 an authorization to invest in bonds, other than foreign bonds, 
listed upon the New York, Boston, Chicago, or San Francisco exchanges or the New 
York Curb Exchange and on any other recognized exchange approved by the 
superintendent of banks, or bonds admitted to unlisted trading on the New York 
Curb Exchange, provided the obligor has had a no-default record of five years and 
the bonds are included in one of the four highest ratings of a Pansy service approved 
by the Superintendent of Banks.** 

The provisions regarding investment by trustees for charitable and educational 
purposes were amended in 1937.’ The former law'?® included stocks of private 
corporations listed on the New York Stock Exchange and in existence without de- 
fault for at least ten years, having earned and paid dividends of 4% during the last 
five years. Not more than 20% of the funds held in trust might be invested in such 
stocks, and 2% in those of any one corporation. The amendment extended the 
authorization to stocks of any corporation listed on any stock exchange organized 
and existing in the United States. The period of existence was reduced to five years, 
the provision against default removed, and the limitation upon investment of funds 
in such stock increased to 35%. The other criteria were retained. 

Virginia, Virginia’s amendment in 1936'*' added bonds of industrial companies 
incorporated in the United States and having gross revenues of at least $10,000,000 
in each of the last five years, a net earnings ratio averaging 3 to 1 in each of the last 
seven years and equalling 2% to 1 in the last year, and a net working capital of at 
least twice the par value of its bonded debt. The average market value of all out- 
standing securities of the corporation junior to its bonded debt must be equal to the 


18 N. H. Laws 1937, c. 8. 

7 Onto Gen. Cope Ann, (Page, 1926) §710-111.  *” Onto Gen. Cope Ann. (Page, 1937) §710-111 
10 Td, §710-140. 7°? Ore. Laws 2d Spec. Sess. 1933, c. 67. 

18 Ore. Cope ANN. (Supp. 1935) §22-1214(3). 2 Ore. Laws 1937, ¢. 29. 

179 Ore. Cope ANN. (1930) §32-803. ™ Va. Cope (Michie, 1936) §5431(17). 
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total par value of the bonded debt at the time of investment. The average market 
value is to be computed in the same manner as for railroads. 

The 1936 statute permits investments in the cumulative preferred stock of indus- 
trial companies incorporated in the United States if preferred as to both dividends 
and capital.1** The corporation must have had gross operating revenues of $10,000,- 
ooo in each of the last five years; a net earnings ratio to fixed charges and dividend 
requirements for the preferred stock in question annually averaging 4 to 1 for the 
last seven years and equalling 3 to 1 in the last year; and a net working capital equal 
to the sum total of the par value of its bonded debt and that of the issue of the 
preferred stock purchased and other issues equal or senior in rank. The same total 
must be exceeded 244 times by the aggregate of the lowest market prices of each of 
the outstanding securities of the corporation junior to the preferred stock. The 
lowest market price of any one security is to be the lowest single quotation of that 
security during the calendar year of the investment and the calendar year next 
preceding or, if the expired portion of the former year is less than six months, the 
two calendar years preceding. 


MorrcacEs AND Grounp RENTs 

A third of the states during the past seven years have enacted legislation relating 
to mortgage provisions in legal lists. The laws concerning mortgage participations 
are collected and discussed in the latter part of this section. The term “debt limit” 
refers to the maximum percentage of the mortgaged property’s value which the obli- 
gation in which the investment is made may be. 

Alabama. The Alabama legislature in 1935 authorized investments in first mort- 
gages on improved real estate in the United States.1"* No other restrictions were 
imposed. An amendment in 1937 provided that a trustee is not to purchase from a 
trust under his control or from himself for any trust, any mortgages unless they were 
originally acquired by the trustee in good faith and with due diligence for trust 
investment. 

Connecticut. Prior to 1931 trustees were permitted to make investments with a 
debt limit of 50% on unincumbered real estate located in Connecticut and in certain 
counties in Rhode Island, Massachusetts, and New York.'"* Mortgages are now 
limited to Connecticut real estate.*° 

Delaware. Trustees formerly were allowed to invest in bonds of natural persons 
and corporations secured by first mortgage on productive real estate free from prior 
liens.17* The legislature in 1931 added a 60% debt limit,’*7 and in 1935 restricted 
the mortgages to those on land within the state, removing the requirement that the 
land be free from prior liens.1*® 

13 1d. §5431(18). 

8 Ala. Acts 1935, no. 33, p. 65. 4 Conn. GEN. Stat. (1930) §3999.- 


*8 1d. (Supp. 1937) §734d. ™ Det. Rev. Cope (1915) §3875. 
27 Del. Laws 1931, c. 259. ™® Dev. Rev. Cope (1915) §4401(9). 
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Florida. A 1929 Florida statute sanctioned investment by trustees in first mort- 
gages with a debt limit of 60%.'7® The legal list adopted in 19317®° changed these 
provisions and was, in turn, amended in 1937.18! The latter act authorizes invest- 
ments in first mortgages on improved Florida real estate located within five miles 
of a city of 2,000. Mortgage investments, which may not exceed 40% of the prin- 
cipal of the trust, are subject to a debt limit of 60% of the fair market value of 
the property as appraised by two qualified persons within the last 30 days. If the 
mortgage exceeds 50%, it must provide for at least annual principal payments so 
as to reduce the debt, within three years, to an amount not exceeding 50%. The 
mortgage must be prior to other liens except taxes assessed but not due. Improve- 
ments are to be insured by the mortgagor, with loss payable to the mortgagee. The 
above limitations do not apply to mortgages insured by the Federal Housing 
Administrator. 

Indiana. Indiana’s legal list adopted in 1933 authorizes investments in obligations 
maturing within five years or providing for an annual principal reduction of at 
least 59%, secured by first mortgage or improved Indiana real estate owned in fee 
simple.'®? The debt limit is restricted to 50% of the property’s value, determined by 
an appraisal of two competent disinterested persons made within the last year. 

Nebraska. Prior to 1930 loans on real estate were limited to 40% of its appraised 
value.'** A statute enacted in 1935 restricted such loans to first mortgage security on 
realty in Nebraska.1** The act permits renewals where, because of shrinkage in real 
estate values, the loan has exceeded 40% of the property’s value, and the acceptance 
of purchase money mortgages up to 40% on real estate sold. An amendment in 1937 
raised the debt limit to 50% of the appraised value at the time of investment.1®® 

New Hampshire. The legislature in 1931 added to the section relating to mort- 
gages on real estate outside New Hampshire the requirement that no loan invest- 
ment be made upon real estate located other than in New England except through 
or from an individual or business association registered in New Hampshire as a 
dealer in securities, and no such loan should be made except upon written application 
showing the date, name of applicant, amount asked for, and security offered.1** 

New Jersey. In 1933 an act relating only to mortgages extends the powers of 
trustees concerning mortgage investments.®? The trustees are authorized to invest 
in mortgages on real estate subject to non-delinquent taxes or assessments or to 
certain specified types of incumbrances such as rights of way, party walls, restrictive 
covenants, and leases, where no rights of re-entry or forfeiture are reserved. The 
same act authorizes renewals of mortgages, made in good faith and reasonable dis- 
cretion, on realty depreciated in value so that the lien exceeds the proportion of value 
permitted for mortgage investments, or on realty subject to municipal liens. 


1” Fla. Laws 1929, c. 13576, §28. Id. 1931, c. 15064. 

11 Id, 1937, C. 17949. “Inv. Stat. (Baldwin, Supp. 1937) §7908(c). 
188 Nes. Comp. Stat. (1929) §8-206. ™ Id. (Supp. 1935) §27-601. 

8 Neb. Laws 1937, c. 60. #°N. H. Laws 1931, c. 96. 


WIN, J. Laws 1933, Cc. 204. 
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New York. An act passed this year prohibits investment in mortgages on vacant 
or unimproved real estate.18° The amount which may be loaned upon mortgages 
on residential property has been increased from 60% to 667% of the appraised value. 

Ohio. Trustees in Ohio may invest in securities legal for savings banks in addi- 
tion to those listed separately for fiduciaries.1®° The section dealing with the latter 
was amended in 1933 so as to add first mortgages on real estate held in fee, with a 
debt limit of 50%.°° The provisions for investment by savings banks in ground 
rents was removed in 1937.'*? 

Oregon. Oregon in 1931 modified its requirement that mortgage investments be 
made only on otherwise unencumbered real estate, by permitting the real estate to 
be subject to taxes and bonded debts for public improvements not yet due, provided 
the obligation purchased plus such taxes and bonded debt does not exceed 50% of 
the reasonable market value of the property.’°? The law regulating investments by 
charitable and educational trustees was similarly amended in 1937, except that the 
taxes might be overdue for not more than three months and the total debt limit of 
50% was increased to 60% of the actual cash value of the property.!®% 

Pennsylvania, Before 1935 trustees were authorized to invest in first mortgages on 
real estate in Pennsylvania, subject to a debt limit of two-thirds of the fair value of 
the mortgaged property.1°* The 1935 act’®® added the restriction that the property 
be improved and specified that the lien be prior to all other liens except taxes not 
yet payable, permitting provision for taxes due or delinquent to be made in the 
mortgage settlement. The debt limit remains the same. The mortgages are to be 
payable within five years of their date or renewal, within 20 years thereof or be 
amortized in instalments totalling each year at least 3% of the obligations secured. 
At the date of investment no interest may be due. 

The provision for investment in bonds secured by deeds of unencumbered Penn- 
sylvania real estate conveyed to a corporation authorized to act as trustee for bond- 
holders,1®* was also amended in 1935 to require that the real estate be improved and 
to exclude real estate used as a theatre or for manufacturing purposes.'°* The mort- 
gage or trust deed must be a first lien and contain a provision for amortization by 
annual payments of at least 2% of the maximum amount of the bonds outstanding 
at any time, plus an amount equal to the interest on all bonds previously retired 
thereby. There must have been no default in interest or amortization payments. For 
investments made after the original or renewal date of the mortgage, no new ap- 
praisal is required if one has been made within three years and a competent reputable 
person familiar with local real estate values and with the previous appraisal certifies 
that at the date of the investment the bonds do not exceed two-thirds of fair value. 
Other requirements remain unchanged. 


¥8N. Y. Laws 1938, c. 352. * Onto Gen. Cope ANN. (Page, 1937) §710-166. 
* Ohio Laws 1933, p. 372. 1 Id. 1937, p- 416. 

1 Ore. Cope ANN. (Supp. 1935) §22-1214(5). ™ Ore. Laws 1937, c. 29. 

1% Pa, Star. ANN. (Purdon, 1930) §8o1. 5 Id. (Purdon, Supp. 1937) §80(4). 


** Supra note 194. Pa, Stat. ANN. (Purdon, Supp. 1937) §801(6). 
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The former authorization to invest “in ground rents in this Commonwealth”?** 
was qualified in 1935 by the provision that the annual rent reserved in a ground rent, 
capitalized at 59%, not exceed two-thirds the fair value of the real estate.1°® 

Tennessee. The legal list, enacted in 1931,?° authorizes investment in first mort- 
gages on real estate within the state, with a debt limit of 50% of the actual value as 
appraised by a licensed real estate dealer, acting for individual trustees, or by an 
agent or committee composed of, or selected by, the board of directors or executive 
committee of an incorporated trustee. The trustee is limited to a 1% commission 
from the borrower. Upon application of the beneficiary or in order to protect the 
trust, the court having jurisdiction may prevent the investment in, or order the sale 
of, such obligations. 

Virginia, The legislature in 1934 altered the provisions for investment in mort- 
gages by removing the authorization to invest in obligations collaterally secured.?° 


Special Provisions Relating to Mortgage Partictpations. 


Eight states since 1929 have enacted legislation relating to participating mortgages. 
The 1937 Alabama act®® prohibits purchase by a trustee of an interest or participa- 
tion in an obligation secured by a mortgage unless the entire principal debt is con- 
trolled by the trustee. The trustee is forbidden to sell any interest less than the entire 
obligation to any person or trust not controlled by him. 

The Florida statute of 1937 provides that the mortgage is to secure no debt other 
than that owing to the trustee.?°* A 1937 Michigan statute excludes investment in 
mortgage participations.?°* Kentucky in 1936 authorized trust companies to set apart 
in a real estate mortgage fund mortgages conforming to the Kentucky requirements, 
to issue against such fund participation certificates covering fractional interests, and 
to invest trust funds in the certificates.? 

A New Jersey statute passed in 19337°° provides that trustees, who were author- 
ized by prior laws to invest in participation mortgages, may purchase primary or 
senior parts of such mortgages if such parts do not exceed that proportion of the 
estimated worth or appraised value of the property which is applicable to mortgage 
investments, even though the mortgage secures also secondary or junior part which 
exceeds that proportion. The trustee may enter into agreements with other holders 
of interests in a mortgage to make the interest held by the trustee a senior part. 

New York in 1936 enacted statutes which amended the Personal Property and 
Decedents’ Estates Laws by removing the authorization for investments in participat- 
ing mortgages.2°7 A few days later another act was approved amending in other 
respects the same law as it existed before earlier amendments, seemingly reinstating 


8 Supra note 194. 

1 Pa, Stat. ANN. (Purdon, Supp. 1937) §801(5). Tenn. Acts 1931, c. 100. 

*'Va. Cope (Michie, 1936) §5431(6.7). The amendment applies both to mortgages on land located 
in Virginia and in cities elsewhere in the United States. 

*® Ala. Acts Spec. Sess. 1936-37, no. 86, p. 79. ™ Supra note 181. 

*% Mich. Laws 1937, No. 177, p. 271. *8 Ky. Stat. (Carroll, Baldwin’s rev., 1936) §4706. 

* Supra note 187. N.Y. Laws 1936, cc. 264, 265. 
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participations as legal investments.?°* Later in the same year trust companies were 
prohibited from making such investments.?°° Finally, in 1937, the laws were again 
amended so as to remove the authority to invest in participating mortgages.??° 

The Ohio statute of 1933 provides that if the obligations secured by mortgages 
authorized by that act to be purchased are only parts of the obligations secured 
thereby, the parts purchased by trustees must belong to the most preferred class and 
have equal priority with all other obligations of the same class so secured.?11 

Along with the authorization for common trust funds Pennsylvania in 1935 sanc- 
tioned investments in fractional interests in mortgages or in a pool or fund contain- 
ing mortgages.*!2 The provision for certification of the value of the mortgaged 
property is identical to the Pennsylvania provision as to mortgage bond issues digested 
in the first part of this section. 

A Tennessee statute of 1931°1* allows investment in share and participation cer- 
tificates of investment trusts whose funds are entirely invested at the time and whose 
trust articles or by-laws require the funds always to be invested in cash or in bonds 
secured by mortgage or trust deed or real estate within the state. Participations 
certificates may be issued by a trustee or any authorized trust institution located in 
Tennessee. 


MIscELLANEOUS SECURITIES 


Investment Trusts. Oregon in 1937°"* passed a statute permitting investment by 
trustees for charitable and educational purposes, in shares and participation cer- 
tificates of investments trusts. The authorization is qualified by the restrictions that 
the trust must have existed eight years, having average earnings applicable to divi- 
dends or income distributions equal to at least 49% per annum upon the purchase 
price, during the last five years. Not more than 10% of the funds held in a trust 
may be invested in such securities, and not more than 5% in those of any one 
investment trust. 

Annuity Contracts. Florida’s revised legal list of 1937 includes annuity or endow- 
ment contracts with life insurance companies qualified to do business within the 
state.2?® A Massachusetts statute, passed the same year,?’® permits probate courts, 
upon application by a trustee, to authorize investments in policies of life or endow- 
ment insurance, or annuity contracts, on the life of the beneficiary or any person in 
whose life the beneficiary has an insurable interest. Ohio in 19337*" added to its legal 
list life, endowment, or annuity contracts of legal reserve life insurance companies, 
and Wisconsin in 1935?'* added single premium endowment insurance policies and 
annuities of authorized insurance companies. 


es C358; Td. c. 898. 

71° TJ, 1937, c. 895. "4 Supra note 190. 

*2 Pa. Stat. ANN. (Purdon, Supp. 1937) §801(7). 8 Tenn. Laws 1931, ¢. 100. 
7 Ore. Laws 1937, C. 29. ™5 Fla, Laws 1937, ¢. 17949. 


#© Mass. Laws ANN. (Michie, Supp. 1937) c. 203, §25A. 
™" Ohio Laws 1933, p. 396. *8 Wis. Laws 1935, ¢. 363. 
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Building and Loan Associations. lowa, North Carolina, and Oregon*!® have 
authorized trustees to purchase shares in building and loan associations incorporated 
within the respective states. In North Carolina the investment may be made only 
with the authorization of the insurance commissioner, and in Oregon the trustee may 
make such purchases only upon approval of the court having jurisdiction. 

Securities Omitted. Statutes relating to special types of investments not included 
in this and foregoing sections were enacted in a few states, but their significance was 
deemed so slight as to justify their omission from this study. 


GENERAL Provisions RELATING To INVESTMENTS 


“Prudent Man” Rule. Trustees in Kentucky may invest in “interest-bearing or 
dividend-paying securities which would be regarded by prudent business men as safe 
investments.”?2° Before 1932 this rule was qualified by the restriction that no invest- 
ments were to be made in railroad or other corporate securities unless the obligor 
had been in existence ten years without default, and investments in municipal obliga- 
tions were limited to those of obligors with a no-default record of ten years.?*% 
These restrictions were removed in that year.?°? 

Michigan in 1937 enacted a law which provided that, in the absence of specifica- 
tions in the trust instrument, investments may be made in any securities which an 
“ordinarily prudent man of intelligence and integrity, who is a trustee of the moneys 
of others,” would purchase, excluding mortgage participations and securities pur- 
chased from the trustee or an affiliate or subsidiary.??* 

A statute passed in Utah in 1933°°* provides that when the trust instrument 
authorizes a trust company, its officers, or directors to exercise discretion in making 
investments, trust funds may be invested only in those securities approved by the 
directors of the company or a committee of the directors appointed for that purpose. 

Retention of “Originals.” Since 1930 Florida, Maine, Nebraska, and Pennsyl- 
vania**® have passed statutes authorizing trustees in the exercise of reasonable judg- 
ment to retain securities received by them from the creator of the trust, without 
liability for loss, though they were not otherwise legal investments when received. 

Retention of Ineligible Investments. With the changes in their legal lists, Cal- 
ifornia, Delaware, Florida, New York, Pennsylvania, Virginia, and Wisconsin*** 
have provided that investments legal when made may be retained by trustees in the 
exercise of reasonable care though they later cease to meet the requirements set out 
in the lists. A 1937 Indiana statute, however, specifies that unauthorizd investments 
held or received by a trustee must be sold before July, 1939, or within a year after 


™ Towa Acts 1933, c. 165; N. C. Cope (Michie, 1935) §4018(b); Ore. Cope Ann. (Supp. 1935) 


§25-373. 
2° Ky. Stat. (Carroll, Baldwin’s rev., 1936) §4706. 
211d, (Carroll, Baldwin’s rev., 1930) §4706. ™ Ky. Acts 1932, c. 91. 
=8 Mich. Laws 1937, no. 177, p. 271. =* Utah Laws 1933, c. 10. 


5 Fla. Laws 1937, c. 17949; Me. Laws 1937, c. 145; Nes. Comp. Star. (Supp. 1935) §27-601; Pa. 
Stat. Ann. (Purdon, Supp. 1937) §801(19c). 

*° Cat. STAT. 1937, ¢. 341; Det. Rev. Cove (1935) §4401(E); Fla., supra note 215; N. Y. Laws 1938, 
c. 356; Pa., supra note 225; Va. Cope (Michie, 1936) §5431(c); Wis. Laws 1935, c. 363. 
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their receipt, unless otherwise directed by the beneficiaries, the court having jurisdic- 
tion, or the trust instrument.?27 

Securities Obtained Other Than By Purchase. In 1931 Delaware added a pro- 
vision permitting trustees to take over, other than by purchase, any securities not 
within the legal list and retain them in the exercise of reasonable care, without 
liability for loss.2?° A similar authorization has been passed in Florida.2?® A New 
York law of 193478° sanctions the acquisition by trustees of any securities obtained 
in settlements or reorganizations effected to secure loans or defaulted securities. This 
act is to remain in force for a period of five years. 

Authorization by Beneficiaries. In 1931*** an act was passed in Indiana per- 
mitting investment in any property which the trustee is directed to purchase by the 
written consent of each beneficiary, where all are competent and the direction is not 
contrary to the terms of the trust instrument. 

Limitation of Investment. An Indiana act of 1937, amending statutes passed in 
1933 and 1935, limits to $5,000 or one-tenth in fair cash value, whichever is greater, 
the amount of the trust estate which may be invested in the obligations of any one 
debtor. This limitation does not apply to the obligations of Indiana or the United 
States.?5? 


27 Ind. Laws 1937, Cc. 33- ™ Der. Rev. Cope (1935) §4401(D). 
= Supra note 215. ™N. Y. Banxinc Law §239-b. 


*™Inp. Stat. (Baldwin, Supp. 1937) §7908. *8 Id. §7909. 








COMMON TRUST FUND LEGISLATION 


Rosert W. Bocue* 


The movement to enact legislation authorizing the creation of common trust 
funds is of recent origin. That movement was given momentum in 1936 with the 
passage of the Federal Revenue Act! which exempted common trust funds from 
taxation as corporations. As a result, it is expected that in 1939 when most of the 
state legislatures again convene many states will give legislative sanction to the estab- 
lishment of common trust funds. At the present time eight states have enacted such 
statutes.? All but three of the statutes antedate the passage of the Federal Revenue 
Act. Ohio, far ahead of the other states, passed its act in 1919. Vermont and Penn- 
sylvania enacted enabling legislation in 1933. Delaware and Oregon followed in the 
next general assembly year, 1935. In 1937 Indiana, Minnesota, and New York passed 
similar acts. Pennsylvania in that year enacted another statute which is devoted to 
participating mortgages, but which is in terms broad enough to include common 
trust funds. 

The statutes which have been passed fall between extremes set by the statutes of 
Ohio and New York. The Ohio act is brief and general, merely authorizing the 
establishment of common trust funds. At the other extreme the New York statute 
not only provides in considerable detail rules for the formation and control of com- 
mon trust funds, but also directs their supplementation with regulations by the New 
York State Banking Board.* The remaining statutes provide requirements and re- 
strictions, but do not attempt to enact a complete scheme. 

Other articles in this symposium deal with problems of policy and practice in the 
regulation and operation of common trust funds.* Accordingly the purpose of this 
article has been restricted to the comparative analysis of the terms of the eight 
enabling acts. Because of its comprehensive character the New York act has been 
used as a point of departure in the sections which follow. Subsequent references to 
the state statutes will not be accompanied by citations except for the New York, 
Indiana, and 1933 Pennsylvania acts which alone are divided into sections. 


* A.B., 1936, University of Wisconsin. Now a second-year student in the Duke University School of 
Law. Member of the Editorial Board of the Duke Bar Association Journal. 

* 49 Stat. 1708, 26 U. S. C. A. §169 (Supp. 1936). 

? Onto Gen. Cope ANN. (Page, Supp. 1935) §710-164; Vr. Pus. Laws (1933) §6816; Pa. Star. 
(Purdon, 1937) tit. 7, §819-1109, as amended by Pa. Laws 1937, no. 351; Pa. Stat. (Purdon, 1937) tit. 
20, §801; Del. Laws 1935, c. 230; Ind. Acts 1937, c. 33, §20; Minn. Laws 1937, c. 174; N. Y. Laws 
1937, Cc. 687. ®N. Y. Banxinc Law, §10-c(11). 

“Capron, Federal Reserve Board Regulations for Common Trust Funds, infra p. 439; Ward, Problems 
in the Administration of Common Trust Funds, infra p. 453. 
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LecaL STRUCTURE 


Common trust funds have in the past taken the form of a pool, trust, or corpora- 
tion.” The pool plan contemplates an outright undivided legal ownership of assets 
in the common fund by each participating trust. The trust type of common fund 
requires the trust company to make a declaration of trust of the common fund 
assets under which the trust company holds legal title to the whole fund and the 
equitable title of the interests as trustee of the participating estates, leaving the 
beneficiaries an equitable interest in an equitable interest. The corporate form of 
common fund employs the formation of a separate corporation to hold legal title to 
the assets. The participating trusts hold shares of stock in the incorporated fund. 

The New York act provides: “Ownership of the individual assets and investments 
of the common trust fund shall be in the trust company as trustee of such fund.”® 
Such a provision seems to require the establishment of a legal structure of the trust 
type. Concurring with New York is Vermont providing: “A trust company may 
create a trust investment account to be known as its associated investment account 
to which may be intrusted for investment the whole or any part of the funds of trusts 
permissible to be associated. An individual trust whose funds are thus associated 
shall at all times be considered the equitable owner of its pro rata share.” The 
Pennsylvania statute, first enacted, is devoted to authorization of common trust 
funds established by a trust-company, and limits the fund to a trust form of legal 
structure in this language: “Interests in such pool or fund . . . shall be held solely 
by the bank and trust company, or the trust company, as fiduciary, and the equitable 
interest owned solely by the estates of which such bank and trust company, or trust 
company is fiduciary.”* The more recent Pennsylvania statute is couched in these 
terms: “. . . such fractional interests being apportioned among estates of which the 
person or corporation creating such fractional undivided interests is the fiduciary.” 
The absence of the characterizing phrase “equitable interests” from this act would 
seem to permit, if not to compel, the pool structure. The Oregon statute is of a 
similar type: “A trust company ... may apportion any part interest therein to any 
of its trusts.” The statute of Minnesota provides: “[The trust company] may invest 
in fractional parts of, as well as in whole, securities, or may commingle funds for 
investments, all of the fractional parts of such securities, or the whole of the funds 
so commingled shall be owned and held by such trust company in its several trust 
capacities.” Such language points to the pool rather than the trust type of legal 
structure. The remaining states make no provision restricting the fund to any of the 
three categories. 


5Smith, Commingled Trust Funds as a New Advance in Fiduciary Service (1933) 54 Trust Com- 
PANIES, 183; Peter, Commingled Funds—An Analysis, 2 Prentice-Hatt Trust Service, 410046 (1937); 
Barclay, Valuable Experience with Commingled Funds for Trust Estates (1933) 56 Trust Companies, 183; 
McWhinney, Restlts from a Questionnaire on Commingling of Trust Funds (1931) 52 id. 333; Common 
Trust Fund Problems Require Further Service, Fenninger Reports, Enabling Legislation Needed (1935) 60 
id. 144 (1935); Nore (1937) Cox. L. Rev. 1384. 

®°N. Y. Banxine Law §100-c(2). 

7Pa. Stat. (Purdon, 1937) tit. 7, §819-1109(A). 
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Trusts EvicIsLe TO PARTICIPATE 


New York expressly prohibits the investment of funds from a trust revocable by 
the grantor, one not having a substantial adverse interest in the disposition of income 
or principal, or by such person in conjunction with the grantor.* This precaution, 
adopted in no other state, apparently intended to prevent “runs” in periods of market 
depression perpetrated by persons who were using the fund as a subterfuge for invest- 
ment purposes, has proved in the past to have been unnecessary because the feared 
“runs” failed to materialize.® 

Only New York provides that except where the instrument forbids, permission to 
invest in a common fund has retrospective application. The act extends the use of 
common trust funds to those funds where there is a fiduciary relationship “arising 
before or after the passing of this act.”° In those states which provide the common 
fund as another legal investment, namely, Pennsylvania (second statute), Delaware, 
Oregon, and Indiana, restrospective application may be expected by analogy to any 
other change in the legal list which has such effect. Since one of the principal objec- 
tions to relying on authorizations in the trust instruments to invest in common 
funds is the fact that this will not aid existing trusts, the importance of providing for 
retrospective application is evident. 


Tue TRUSTEE 


Alone among the acts under consideration, the second Pennsylvania statute allows 
a personal trustee to set up a common fund. The prior Pennsylvania statute’! limits 
this power to corporate trustees, as do the statutes of the other states. Because the 
problems incident to the administration of numerous small trust funds arise pri- 
marily among corporate trustees such a limitation is to be expected. 

The New York?” and Minnesota acts both allow a fund of which the trust com- 
pany is co-trustee to be invested in a common trust fund. The Indiana statute would 
apparently require the trust company to be sole trustee of the participating estates. 
It provides: “nor shall any ownership of any part of said fund nor any interest 
therein be acquired by any person other than the bank or trust company in its 
fiduciary capacity.”1* Delaware adopts somewhat similar language: “it shall not be 
permitted that any such fractional interests shall at any time be owned by any other 
than such bank or trust company acting in a fiduciary capacity.” The language of 
both the Indiana and Delaware statutes, while apparently not aimed at eliminating 
the possibility of a co-trustee, would seem broad enough to accomplish that end. 

The provision in the Federal Revenue Act that the common fund “be exclusively 
for the collective investment of moneys contributed thereto by the bank in its capacity 


®N. Y. Banxinc Law §100-c(1). 

*Capron, The Federal Reserve Board Regulations of Common Trust Funds, infra, ,. 447. 

2°N. Y. Banxinec Law §100-c(1). 

™ Pa, Stat. (Purdon, 1937) tit. 7, §819-1109(A); N. Y. Banxinc Law §100-c(16); Ind. Acts 1937, c. 


33, §20. 
™N. Y. Banxinc Law §100-c(1). Ind. Acts 1937, c. 33, §20(5). 
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as trustee, executor, administrator or guardian,”'* is somewhat ambiguous. The 
purpose of the provision is to guarantee that the funds will not be used for non- 
fiduciary purposes, and a construction which would expose the whole fund to 
taxation because the trust company was co-trustee of one participating trust would 
be a strained one. 

No other statutes contain pertinent provisions either way, with the exception of 
clauses vesting exclusive control to the trust company. Both New York’ and 
Delaware have such provisions. Because unity of control is vital to managerial effi- 
ciency and responsibility, and because the Federal Reserve Board regulations’® require 
such exclusive control, a construction of the other statutes to reach that end seems 
desirable. 

This vesting of exclusive contro] over common trust funds in the corporate trus- 
tees creating them would result in an improper delegation of authority by depriving 
individual co-trustees of their discretionary powers with respect to investments in 
the common fund. Such a delegation would normally constitute a breach of trust.'7 
Consequently in those states where no express provision is made for co-trustees the 
statute may be construed so as to preclude participation of trust estates which are 
held by more than one trustee. Where, however, the statute provides expressly, as in 
New York and Minnesota, or by implication, as may prove to be the case in other 
states, that estates in which there are co-trustees may participate in the fund, then it 
would appear that the statute has to this extent changed the common law rule as to 
delegation. Yet even though the co-trustee has not improperly delegated his powers 
by authorizing investment in the fund, the question remains what liability he is 
subject to for subsequent investment losses. An inactive trustee is usually held to a 
duty of exercising a reasonable degree of diligence in supervision over the manage- 
ment of the trust estate,’® and, if, in the exercise of such diligence, a co-trustee were 
to learn of mismanagement in a common fund, he would be under a duty to act for 
the protection of the estate. New York facilitates such action by granting the co- 
trustee power to compel withdrawal upon presentation to the trust company of 
written notice.!® In the absence of such a provision a co-trustee, by producing before 
the proper court evidence of improper management of the fund, could obtain a court 
order directing such withdrawal.?° Legislative clarification of the problem seems 
needed. 

** 49 Stat. 1708, 26 U. S. C. A. §169(a) (Supp. 1936). 

25N. Y. Banxinc Law §100-c(2). 

%° The Federal Revenue Act provides that a trust company, if it desires tax immunity from the cor- 
porate tax, must comply with the Federal Reserve Board regulations. 49 Stat. 1708, 26 U. S. C. A. 
§169(2) (Supp. 1936). Accordingly, the Federal Reserve Board last December issued the regulations. 
Fed. Res. Bd., Regulation F (“Trust Powers of National Banks”), §17c. 

™ 3 BocErT, TRusts AND TRUSTEES (1935) §555 ef seq. 

% Id. §587. 


7®N. Y. BANKING Law §100-c(1) (16). 
03 BocERT, Trusts AND TRUSTEES (1935) §§519, 522. 
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Tue Finuciary RELATIONSHIP 


The common fund does not serve the real purpose for which it was intended 
unless it is limited to funds held by the trust company in true fiduciary capacity. 
Otherwise it may easily become a mere investment trust. To guard against this 
danger seems to have been the purpose of the provisions of the Indiana and Delaware 
statutes, quoted in the preceding section, forbidding the acquisition by any persons 
other than the trust institution of interests in the fund,*! a requirement reinforced by 
the Federal Reserve Board Regulation that documents evidencing the interest be 
neither negotiable nor assignable.** In other states reliance seems to have been 
placed on a requirement that the funds invested be held by the institution in a 
fiduciary capacity. But even where the trust company is thus restricted, a question 
arises as to what fiduciary capacities are included. Statutes with respect to these 
matters vary in their degree of explicitness. 

The New York act provides that a common fund may be established: “wherever 
there is a fiduciary relationship,” and includes for investment funds held by the trust 
company as administrator, executor, guardian of an infant or incompetent, and 
trustee under a living or testamentary trust.2* The recently issued Banking Board 
regulations supplement these restrictions, providing: “The operation of common 
trust funds for other than true fiduciary purposes is hereby prohibited.”** The 
Indiana act?® contains provisions similar to those in the New York act. Pennsyl- 
vania?® and Delaware without specifying categories of funds held authorize the 
investment of funds held in a “fiduciary capacity,” with Delaware adding, “other 
than merely as agent.” The Vermont act contains a rather unusual provision that a 
trust company may associate for common investment the funds of “individual trusts 
held by it whether created by court order or otherwise.” This in addition to funds 
held strictly as trustee would seem to include funds held as administrator or guat- 
dian. The statutes of Ohio and Minnesota allow the investment of money held “as 
trustee” and “in trust capacity” respectively. Rather than run the risk of a narrow 
interpretation of such provisions, it would seem advisable to adopt the wider pro- 
vision used by New York. The Oregon statute provides that a trust company owning 
any part of certain specified investments may apportion any part interest therein “to 


its trusts.” 
SELF-DEALING BY THE Trust CoMPpANY 


Although in the absence of express statutory provision the trust company will be 
subject to liability for self-dealing?’ with respect to common trust funds, managerial 
facility has directed a relaxation in some instances. The New York act specifically 
provides that common fund assets shall be segregated, and that the trust company 


*\ Indiana also provides: “Participating interests shall not be transferable except to the bank or trust 
company as such fiduciary of another trust or estate.” Ind. Acts 1937, c. 33, §20(6). 

™ Fed. Res. Bd., Regulation F, §17(a). N.Y. Banxinc Law §100-c(1) (16). 

**N. Y. Banking Bd. Regulations, art. X(2). Ind. Acts 1937, c. 33, §20(r1). 

* Pa. Stat. (Purdon, 1937) tit. 7, §819-1109(A). 

*7 3 BocERT, TRUSTS AND TRUSTEES (1935) §543.- 
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shall own no interest in the fund other than in its fiduciary capacity.?* Exception is 
made allowing the trust company to hold common trust moneys temporarily while 
awaiting investment or distribution; and to loan money to a liquidating account if 
necessary to preserve that account.?® The Delaware statute is in accord, providing: “it 
shall not be permitted that any fractional interests shall at any time be owned by 
other than such bank or trust company acting in a fiduciary capacity, and such bank 
or trust company temporarily for the purpose of making settlement of a fiduciary 
estate that has been terminated.” The Pennsylvania act provides that, “in order to 
make distribution [an interest in the fund] may be sold by such bank and trust com- 
pany or such trust company to another estate of which it is fiduciary or may be sold 
to its commercial department, which may in turn resell the same to another estate 
of which the bank is fiduciary.”*° This act is objectionable because, while the oppor- 
tunity for obtaining a self-interest in the fund is restricted, there is no limit to the 
length of time that interest may be held once it is acquired. Indiana apparently does 
not permit even temporary ownership in the funds by the trust company. The 
statute provides: “nor shall any ownership of any part of said fund nor any interest 
therein be acquired by any person other than the bank or trust company in its 
fiduciary capacity.”*? The Minnesota act contains the following restriction: “. . . and 
it [the trust company] shall be liable for the administration thereof in all respects as 
if separately invested.” This broad provision would by application of general trust 
rules seem to prohibit self-dealing. The Oregon statute contains no express pro- 
hibition and permits one important form of self-dealing in the italicized clause fol- 
lowing: “. . . may apportion any part interest therein to any of its trusts or may 
repurchase any such apportionment individually or in fiduciary capacity.” Neither 
Ohio nor Vermont have included express provisions restraining or permitting such 
self-dealing. Inasmuch as the Federal Reserve Board regulations provide that the 
trust company shall hold none but a fiduciary interest in the common fund, except 
when compelled to so hold because of a creditor relationship and then only until the 
next valuation date,*? a trust company in either Oregon or Pennsylvania will find 
little comfort in the statutory permission to hold an interest if it desires immunity 
for its fund from the federal corporation tax. 

One of the primary objections to common trust funds has been the fear that the 
trust company would use it as a dumping ground for its own shaky and depreciated 
securities. The disastrous use of the substitutionary type of participating mortgage 
certificates furnished an example of evils which arise from substitution.2* Con- 
sequently if the 1933 Pennsylvania act giving the bank or trust company the right to 
substitute another investment for a security in the fund if the substituted security is 
“at least of equal value,”** is construed to permit the substitution of securities already 
held by the institution, then the provision is open to criticism. New York has 


N.Y. Banxinc Law §100-c(4). Td. (1). 
Pa, Stat. (Purdon, 1937) tit. 7, §819-1109(A). 
Ind. Acts 1937, c. 33, §20(5). ™ Fed. Res. Bd., Regulation F, §17(a). 


® Nore (1934) Cox. L. Rev. 663. *Pa, Stat. (Purdon, 1937) tit. 7, §819-1109(c). 
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adopted a more rigorous approach providing: “A trust company shall not invest any 
of its own funds in such a common trust fund nor shall any trust company purchase 
for such common fund any securities from itself or any affiliate.”*® 

A New York prohibition against assessment of additional fees for maintaining a 
common trust fund*® is a further insurance that the institution will not be motivated 
by self-interest. The managerial economies anticipated in the establishment of a 
common fund afford justification for this restriction. Although no other state makes 
a similar provision, that result will be reached by a similar Federal Reserve Board 
regulation.*? 

Eviencinc INTERESTS IN THE FuND 


The proportional interests held by the participating trusts, while satisfactorily 
recorded by modern bookkeeping methods of the trust company, often are evidenced 
by a document issued to each participant. The New York act in these terms: “. . . 
the company may apportion shares or interests to itself showing on its records every 
such share,”*® would apparently sanction either procedure. The Pennsylvania act 
has a more explicit provision: “The bank or trust company may issue a certificate of 
participation for every estate on behalf of which it owns a fractional undivided in- 
terest.”"°° The Oregon act provides that the: “records of the trust company shall at 
all times show every such participating interest.” On the other hand the Indiana 
act requires certificates to be issued, providing: “participating interests shall be 
evidenced by certificates duly executed.”*° None of the other states deal with the 
subject. 

In practice it has been thought advisable to make these participating interests units — 
of uniform size, but no statute so requires. However, the New York Banking regula- 
tions provide that the original unit of participation shall be one hundred dollars or 


a multiple thereof.* 


INVESTMENT REsTRICTIONS 


The New York act provides that the money held in the common fund may be 
invested by the trust company in any form of securities in which a savings bank may 
invest, subject to several exceptions of which only one, mortgages, is of major impor- 
tance.** No other state has imposed a like restriction. In the absence of special pro- 
vision in the statute, the usual rules governing trust investment will apply to com- 
mon funds. In Indiana, Delaware, Minnesota, Oregon and Pennsylvania, invest- 
ments are to be governed by the statutory list of legals,** unless the trust instrument 
provides other instructions. 

Although it has been contended that $25,000 is too low,** the New York act and 


N.Y. Banxinc Law §100-c(4). * Ibid. 

* Fed. Res. Bd., Regulation F §17(c) (8). 58N. Y. Banxinc Law §100-c(1). 

*® Pa, Star. (Purdon, 1937) tit. 7, §819-1109(B). 

“Ind. Acts 1937, c. 33, §20(4). 

*'N. Y. Banking Bd. Reg., art. I(2). ®N. Y. Banxinc Law §100-c(3). 

“Ind. Acts 1937, c. 33, §20(2); Pa. Stat. (Purdon, 1937) tit. 7, §809-1109(A). 

“See Capron, The Federal Reserve Board Regulations of Common Trust Funds, infra, at p. 448. 
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the Federal Reserve Board regulations both limit the investment of funds from any 
one estate to that figure. There is an ambiguity in the New York act: “In no event 
shall the net aggregate amount of any estate, trust, or fund invested in a common 
fund exceed $25,000 or such lesser sums as the Banking Board may fix.”*® Suppose 
$25,000 is invested from one estate in each of two common funds established by the 
same institution. That this is not permissible is made clear in both the New York 
Banking Board regulations*® and the Federal Reserve Board regulations‘? which 
specifically limit the investment to $25,000 or 10% of the common fund, whichever 
is smaller, regardless of how many common trust funds maintained by the trust 
company may be used for investment of funds from one participating estate. Min- 
nesota, the only other state providing such a limitation, has set the figure at $5,000 
unless express authority to invest in commingled funds is given to the trust company 
in the instrument creating the trust. The ambiguity discussed above does not appear. 


VALUATION, WITHDRAWAL, LIQUIDATION, AND SETTLEMENT 


With respect to provisions under these heads, the New York Banking Board 
regulations and the Federal Reserve Board regulations alone are comprehensive. 
Since their provisions are discussed elsewhere in this symposium, they will be merely 
noted here. 

The New York act permits investment or withdrawal only on a date fixed for 
valuation of the entire fund, such valuations to be made at least quarterly.** Del- 
aware requires a valuation upon the termination of each fiduciary estate owning a 
fractional interest, and so, apparently, does Indiana.*® The rule as set forth in the 
latter statutes, however burdensome in the administration of the fund, seems declar- 
atory of the procedure which would be required in the absence of specific provisions 
to the contrary. “Market value” is the criterion for valuation employed in the statutes 
of Delaware, Indiana, and Vermont. In New York the method of valuation is pre- 
scribed in the Banking Board regulations.°° 

New York makes provision for a liquidating account in which investments be- 
coming non-legal are to be segregated pending sale.5' This allows new estates to 
invest in the fund after some securities in its portfolio have fallen from the legal list, 
and also protects against the absorption of liquid assets through withdrawals from a 
partially frozen fund. Comparable requirements in the Federal Reserve Board 
regulations®? afford protection in other states which have no provision dealing with 
the matter. 

New York provides in detail special procedure for annual accountings and judicial 
settlements with respect to the fund as an entirety, notice being given to all interested 
persons.5* The absence of statutory provisions for this in other states would seem 


*N, Y. Banxinc Law §100-c(1). “N. Y. Banking Bd. Reg., art. III(2). 

“* Fed. Res. Bd., Regulation F, §17(c)(5). ®N. Y. Banxinc Law §100-c(6) (8). 
“Ind. Acts 1937, c. 33, §20(6). *N. Y. Banking Bd. Reg., art. V. 

®1N. Y. BANKING Law §100-c(7). ™ Fed. Res. Bd., Regulation F, §17(c) (6). 


'8N. Y. BANKING Law §100-c(10) (11) (12). 
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to necessitate the incorporation of a scheme for settlement in the instrument estab- 
lishing the fund if separate accountings for individual estates are to be avoided, 
although how complete a safeguard any method so prescribed would prove is open 
to some question. To insure accuracy of the account presented to the court the New 
York act provides that, on or before the return date of the notice, a bank examiner 
shall make an investigation of the common fund and present a certified report as to 
whether the condition of the common fund is correctly represented in the account.** 


The Federal Reserve Board regulations undoubtedly will be an important influ- 
ence in directing the form which subsequent state legislation will assume. Among the 
statutes already enacted there are apparently no affirmative requirements which 
prevent an institution from complying with the provisions of the Federal Reserve 
Board.®> In some instances the state regulations are more restrictive, in which case 
the state statute will control; in most cases the state regulations permit a broader 
degree of freedom, and the trust company to achieve desired tax immunity from the 
federal corporation tax will be compelled to comply with the Federal Reserve Board 
regulations through proper provisions in the trust instrument. With respect to still 
other questions the Federal Reserve Board is either silent, or merely states a require- 
ment without elaboration. Solution of such problems, ¢.g., co-trustees, eligibility of 
revocable trusts, methods of valuation and settlement, is left to individual state 
statutes or to proper provisions in the trust instrument. 

Adoption of a statute as inclusive as that of New York which sacrifices flexibility 
for certainty of control seems unnecessary in states which are not faced with the 
difficult problem of regulating many vast institutions. On the other hand, a statute 
as general and indefinite as that of Ohio seems inadvisable if the most successful 
use of the common trust fund is to be attained. Most desirable would be a statute 
which is general where the Federal Reserve Board regulations are specific, which 
provides supplementary rules where the Federal Reserve Board has indicated need 
for state action, and which vests in a state governing board power to keep the two 
in harmony. 


“1d. (13). 
® A possible source of conflict lies in the provisions of the Delaware and Indiana laws providing for 
withdrawals at the termination of each participating trust. See p. 437, supra. 














THE FEDERAL RESERVE BOARD REGULATIONS 
OF COMMON TRUST FUNDS 


C. ALEXANDER CaApRon* 


An understanding of the regulations issued by the Board of Governors of the 
Federal Reserve System, concerning the collective investment of trust funds, may be 
aided by a consideration of some of the problems which are inherent in the use of 
such funds. Before considering that subject, however, it may be appropriate to men- 
tion the occasion for the issuance of such regulations. 

Several years ago a few trust companies in various parts of the country set up 
common trust funds, through which the moneys of various separate trusts might be 
collectively invested. In each instance the authority to so invest such funds was 
found only in the instruments creating such trusts. In the absence of express author- 
ity to mingle, for the purposes of investment, the funds of a particular trust with 
those of others, it was recognized that no such collective investment was proper. 

At the time or shortly after the first of these funds were established, the question 
was submitted to the Bureau of Internal Revenue as to whether such a common trust 
fund was taxable as an association, i.¢., whether it would be subjected to corporate 
taxes. The Bureau ruled that certain of such common trust funds should not be 
subjected to such corporate taxes. Subsequently, however, the taxation of various 
types of associations and investment trusts was the subject of litigation and, after the 
courts had ruled that numerous of such associations and trusts were subject to cor- 
porate taxes, the Internal Revenue Bureau was impelled to modify its earlier rulings, 
and asserted that all such common trust funds should be taxed as corporations. 

It was generally recognized by the trust companies that the burden of such cor- 
porate taxes was sufficiently heavy to render undesirable the expansion of their pro- 
gram for the collective investment of trust funds. However, many felt that the idea 
was inherently sound and that their use should not be discouraged by the imposition 
of such taxes. The problem was presented to the Treasury Department, which was 
sympathetic to the point of view that relief should be afforded to permit the use of 
these funds, and did not oppose the adoption of legislation to overcome the difficulty. 


* Member of the New York Bar. Member of the firm of Mitchell, Taylor, Capron & Marsh, Attorneys, 
of New York City. Member of the sub-committee with respect to Common Trust Funds of the Trust 
Committee of the American Bar Association. Assisted a committee of the American Bankers Association 
in its study of common trust funds and in the preparation of its recommendations to the Board of 
Governors of the Federal Reserve System. 
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It was felt necessary to carefully restrict the scope of such legislation so that it might 
not be used as a cloak for other aggregations of capital. Accordingly, Section 169 
of the Revenue Act of 1936 was adopted.’ This provides in effect that a common 
trust fund shall not be considered a corporation or subjected to corporate taxes, that 
the income of the common trust fund shall be computed as if it were an individual, 
and that each participating trust shall include, in computing its net income, its 
proportionate share, whether or not distributed, of the net income of the common 
trust fund. 

To restrict the application of this provision, the term “common trust fund” was 
defined as a “fund maintained by a bank .. . (1) exclusively for the collective in- 
vestment and reinvestment of moneys contributed thereto by the bank in its capacity 
as a trustee, executor, administrator, or guardian, and (2) in conformity with rules 
and regulations, prevailing from time to time, of the Board of Governors of the 
Federal Reserve System pertaining to the collective investment of trust funds by 
national banks.” This in effect required the formulation of such rules and regula- 
tions by the Board of Governors of the Federal Reserve System. 

Shortly after the enactment of this statute, a committee of the American Bankers 
Association was appointed to study this subject and to lend any assistance that might 
be possible to the Federal Reserve Board. This committee promptly went to work. 
On numerous occasions it conferred with members of the board and the technical 
staff, and collected much data on the experience of those. funds which had been 
previously established in this country and the much longer experience of such funds 
in other countries where they have been extensively used for many years. This data 
was laid before the Board of Governors of the Federal Reserve System with numer- 
ous suggestions concerning the scope of the regulations and the means which might 
be employed to prevent abuses arising from the use of such common trust funds. 
After very careful study, the Board issued its regulations to become effective Decem- 
ber 31, 1937. Such regulations constitute Section 17 of Regulation F. Unless other- 
wise indicated, subsequent references are to subdivisions of that section. 

One of the fundamental questions which the establishment and continued use of 
such common trust funds presents is this. How may equality among the participat- 
ing trusts constantly be maintained? No difficulty would be presented if all the 
participating trusts should enter and withdraw at the same time, but this is not con- 
templated. It is proposed that such funds shall be continuous, permitting additions 
whenever funds are available for investment, and withdrawal when a participating 
trust terminates or for some other reason has need of some of the moneys invested in 
the common trust. Furthermore, it is not contemplated that such funds should 
consist solely of short term mortgage investments which might be deemed to have 
a constant market value. The investments of such a common trust should embrace 
a broad list of securities. The possibility of wide diversification of a large fund is 
one of the chief advantages of the common trust fund. It must therefore be recog- 


* 49 Star. 1708, 26 U. S. C. A. §169 (Supp. 1936). 
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nized that the market value of many of the investments of the common trust will 
fluctuate from time to time. After the fund is once established, when a new trust 
enters or one of the participating trusts withdraws, the bank managing the common 
trust fund will occupy the position of buyer as well as seller. As trustee of the trusts 
already interested in the common fund it will be desirous of obtaining as large a 
sum as possible for a new participating interest, and as trustee of the trust then 
acquiring a participation, it will be its duty to pay no more than the fair value of 
such participation. It is essential, therefore, that rules shall be established for the 
determination, from time to time, of the fair market value of the whole fund and of 
the participating interests. It is also of great importance to the banks administering 
such funds that the determination of the value in good faith, pursuant to the rules 
so established, shall be conclusive, and not subject to review. They must be protected 
in any action taken by them in reliance on the value so determined. 

The Board of Governors of the Federal Reserve System recognized this problem, 
but wisely refrained from any attempt to prescribe the precise method of valuing 
the fund. Instead, its regulations require that a common trust fund shall be operated 
under a written plan to be approved by a resolution of the board of directors of the 
bank administering the fund, and that such plan shall contain full and detailed 
provisions with respect to the basis and method of valuing assets in the common 
trust fund. Thus, varying methods of valuation may be adopted to meet the condi- 
tions prevailing in different places and in connection with different funds. 

As illustrative of proper provisions for the valuation of such funds, the regula- 
tions issued by the New York State Banking Board may be of interest. The New 
York Banking Law, Section 10-c(11), authorizes the Banking Board of that state to 
regulate the conduct and management of common trust funds established pursuant 
to Section ro0-c of such Banking Law. Specific authorization is granted to the 
Banking Board “after determining the methods and standards by which the fair 
value of such common trust funds and of the assets and investments thereof may be 
determined ... to make ... rules and regulations prescribing the methods and 
standards to be employed by any corporation maintaining such a common trust 
fund in determining the value thereof and of the assets and investments therein and 
in establishing the reserves or credits respectively to be deducted from or added to 
such fund in so determining its value.” 

Pursuant to this authorization, the New York State Banking Board has issued 
regulations which prescribe the following method to be used in the valuation of 
investments: 

a. Where there have been recorded sales or bid and asked prices on a security exchange 
in the city of New York, within ten business days next preceding the valuation date, the 
trust investment committee shall use for the valuation of each investment of the common 
trust fund the last recorded sales price, unless subsequent to such sale there shall have 
been recorded bid and asked prices, in which event the mean of the most recent of such 
bid and asked prices shall be used. For the purposes of this paragraph recorded sales and 
bid and asked prices shall be those appearing in newspapers of general circulation pub- 
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lished in the city of New York; in standard financial periodicals; or on the records of such 
security exchanges. 

b. In all other cases the trust investment committee shall obtain from three bankers or 
brokers qualified to give an opinion as to value of the investment in question a written 
estimate of the value of such investment as of the close of the last business day prior to the 
valuation date. The average of such estimates shall be used, and each such estimate shall 
be retained in the records of the common trust fund. 

c. An investment purchased and awaiting payment against delivery shall be included 
for valuation purposes as a security held, and the cash account shall be adjusted to reflect 
the purchase price. 

d. An investment sold but not delivered pending receipt of proceeds shall be valued 
at the net sales price. 

e. For the purpose of valuation of an investment, except an investment sold but not 
delivered, it shall be unnecessary to deduct from the value ascertained as above indicated 
brokers’ commissions or other expenses which would be incurred upon a sale thereof. 


The federal regulations are explicit in providing that funds may be admitted and 
withdrawn only on the basis of the valuation of the assets of the common trust fund 
by the trust investment committee of the administering bank, and only on the date 
the value is so determined, “or if permitted by the plan, within two business days 
subsequent to the date of such determination.” To insure the fact that funds may be 
withdrawn within a reasonable time after they are needed, the regulations further 
require that such valuation shall be made at least every three months.” 

As previously mentioned, the prevailing thought is that additions to and with- 
drawals from a common trust fund should be permitted. If the establishment of such 
funds is to present the advantages which are claimed by the advocates of such a sys- 
tem, this is of great importance. The ability promptly to invest comparatively small 
sums received by a trustee is obviously of importance. Of equal, if not greater im- 
portance, is the ability to realize cash through the withdrawal of moneys invested in 
the common trust fund. The necessity for cash to satisfy annuities or other charges 
against the principal of a fund, or to distribute the principal upon the termination of 
the period for which the trust is established is obvious. If provision were not made 
to permit the prompt withdrawal of funds, it would hardly be prudent for a trustee 
to enter such a common trust fund. It seems, therefore, that it may be assumed that 
it is essential to any plan for the establishment of a common trust fund that such 
provision be made. 

It is not sufficient merely to provide machinery to determine the value of the 
fund and of participations therein. If funds are to be withdrawn, the common trust 
fund must be so constituted that cash may be realized when a call for such with- 
drawal is made. This requires some degree of liquidity. Thus the federal regula- 
tions provide: “Any bank administering a common trust fund shall have the re- 
sponsibility of maintaining in cash and readily marketable securities such part of 
the assets of the common trust fund as shall be deemed by the bank to be necessary 


* Fed. Res. Bd., Regulation F (“Trust Powers of National Banks”), §17(c)(4). 
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to provide adequately for the needs of participating trusts and to prevent inequities 
between such trusts.”® 

This suggests the question as to how inequities between participating trusts might 
arise, if no participating trust may withdraw more than its share of the value of the 
whole fund. An example will quickly illustrate how this might occur. Suppose one 
trust holds a ten per cent participating interest and ninety per cent of the common 
trust fund is invested in bonds and mortgages or other assets which may not readily 
be liquidated. If such participating trust should withdraw its entire interest in the 
common trust fund, no other trust would be able to withdraw any moneys, no 
matter how great its need might be. Again suppose that, in a declining market, a 
large number of participating trusts should withdraw, the tendency of the bank 
administering the fund might be to sell the best securities as the easiest way of rais- 
ing the necessary funds. The remaining participating trusts might find their interest 
frozen in weak or unliquid investments. Obviously the best protection against such 
untoward results is wise and prudent management. However, the Board of Gover- 
nors of the Federal Reserve System has erected safeguards to protect all participating 
trusts against either thoughtless or wilful neglect of this primary obligation to 
preserve equality in the treatment of all such trusts. 

First, the written plan under which the common trust fund is operated must set 
forth the investment powers.* 

Second, before any distribution in cash is made, the trust investment committee 
of the administering bank must determine whether any investment remaining in the 
fund would be unlawful for one or more participating trusts, if funds of such trust 
were being invested at that time. If there be any such investment, it must be 
eliminated from the fund before any distribution in cash is made. Such elimination 
may be made either through a sale thereof, through distribution in kind, or through 
segregation.° 

When an investment is segregated, it must be administered or realized upon for 
the benefit ratably of all trusts participating in the common trust fund at the time of 
such segregation. Such segregation is treated as a withdrawal of such investment 
from the common trust fund, although it must, for tax purposes, still be deemed to 
be part of the common fund.® 

The effect of these provisions is to permit a trust to withdraw its share of the 
value of investments which are still sound and eligible, but to prevent any participat- 
ing trust from taking from the remaining trusts any part of the good assets in pay- 
ment of its share of the supposed value of any investment which has become 
ineligible. 

Third, it is not sufficient that the remaining investments should be eligible. It is 
only proper that a fair ratio of liquidity of the fund be preserved and that this should 
not be destroyed by withdrawals. Thus it is provided that no distribution, other 


® Id. §17(c)(5). * Id. §17(c)(1). 
® Id. §17(c) (6). *Id. §17(c)(7). 
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than a ratable distribution upon all participations, is permitted at any time, if after 
all withdrawals and additions made at such time, the cash and readily marketable 
securities are less than forty per cent of the remaining assets.” 

The Board has not only placed restrictions on the withdrawal of funds but has 
also thrown safeguards around the investment of any new funds in a common trust 
fund. First, no funds of a trust may be invested in a participation without the ap- 
proval of the trust investment committee of the bank. Second, before permitting any 
funds to be so invested, such committee must review the investments and if it finds 
that any such investment is one in which the funds of such trust might not be law- 
fully invested at that time, the funds of such trust may not be invested in such a par- 
ticipation. Third, no admission of funds to a common trust fund is permitted at 
any time, if after all admissions and withdrawals to be made at such time, the ratio 
of cash and readily marketable securities would be less than forty per cent of the 
remaining assets.° 

It will be seen that if a common trust fund is to be continued as an active fund, 
to which funds may be added or from which they may be withdrawn, it is necessary 
for the bank administering it to see that the fund embraces only eligible investments, 
and that a large proportion of these are readily marketable. As soon as an invest- 
ment ceases to be eligible, it must be sold, or, if a sale is not possible or desirable, it 
must be segregated and held for the trusts then interested in the common trust fund. 

The provision for segregation of investments ceasing to be eligible is very prac- 
tical and useful. A trustee administering such a fund may be loathe to sell such an 
investment because of its belief that it is sound and that the investors will lose 
nothing if they have patience, but such patience should be exercised only in behalf 
of those who are then interested. New trusts should not be permitted to assume 
the risks which usually are inherent when an investment ceases to be eligible, nor 
should those presently interested in such an investment be permitted to withdraw 
their share until the investment has been liquidated. 

Again, it may be impossible to liquidate immediately such an investment. A 
bond and mortgage may become ineligible because the value of the mortgaged 
property may depreciate after the money is loaned, but such investment may not be 
liquidated until and unless there is a default on the part of the mortgagor. 

The Federal Reserve Board is to be congratulated on these provisions which 
should insure that common trust funds governed by such regulations will at all times 
be made up of good investments described in the plan for such funds, and that such 
funds will not become clogged with undesirable investments. 

No attempt has been made by the Federal Reserve Board to prescribe the invest- 
ments which may be made by banks administering such common trust funds. This 
policy of the Board is also to be commended. Flexibility to meet varying purposes 
and conditions is thus permitted. For example, New York has enacted legislation 
to permit trust companies and banks in that state to invest the funds of estates, trusts, 


™Id. §17(c)(5) (last par.). 81d. §17(c)(2). °Id. §17(c)(5) (last par.). 
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and guardianships, in a common trust fund established pursuant to such statute and 
the rules and regulations of the Banking Board of that state.° That statute greatly 
limits the investments which may be made for such a fund. This, however, does not 
prevent a New York trust company from establishing another common trust fund 
with more liberal investment powers for the use of those testators and settlors who 
believe that greater advantages may be obtained if greater latitude of investments be 
granted to the trustee. 

The proponents of the common trust fund have consistently urged that one of 
the strongest factors of safety in any investment program is broad diversification. 
They assert that only through a common fund can small trusts acquire such diversifi- 
cation. In line with this idea, the Federal Reserve Board has embodied in its regula- 
tions the following provisions to require diversification: “No investment for a com- 
mon trust fund shall be made in the stocks, or bonds or other obligations of any one 
person, firm, or corporation, which would cause the total amount of investment in 
the stocks, or bonds or other obligations issued or guaranteed by such person, firm, or 
corporation to exceed ten per cent of the value of the common trust fund, as de- 
termined by the trust investment committee, provided that this limitation shall not 
apply to investments in obligations of the United States or for the payment of the 
principal and interest of which the faith and credit of the United States shall be 
pledged.”*? 

A further regulation rete investments which may be made for a common 
trust fund embodies another thought, that is, that a bank operating a common trust 
fund should not invest such a portion of the fund as to acquire a controlling interest 
therein. Apparently it was the view of the Federal Reserve Board that a more de- 
tached judgment as to the worth of an investment may be expected from one who is 
not in control of the management of a corporation issuing such investment; also that 
difficulties may be encountered in selling a large proportion of any outstanding issue. 
Possibly, also, the Board may have entertained the view that it is socially undesirable 
that common trust funds should be used by banks to obtain control of corporations. 
Whatever the motive may have been, we find this provision: 

No investment for a common trust fund shall be made in any one class of shares of 
stock of any one corporation which would cause the total number of such shares held by 
the common trust fund to exceed five per cent of the number of such shares outstanding. 
If the bank administers more than one common trust fund, no investment shall be made 
which would cause the aggregate investment for all such common trust funds in shares of 
stock of any one corporation to exceed such limitation.1? 


Another subject which was a matter of very earnest consideration on the part of 
the Federal Reserve Board was the possibility of such a common trust fund being 
used merely as a means of investment, and possibly of speculation, by persons other 
than the bank acting in a fiduciary capacity. The Board recognized that by the 

WN, Y. Banxinc Law, §100-c. 
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enactment of Section 169 of the Revenue Act of 1936, Congress did not intend to 
confer tax exemption upon investment trusts in general, but only on an investment 
trust used exclusively by a bank for the investment of trust funds held by such bank. 

Thus it stated: “The purpose of this section’® is to permit the use of common 
trust funds, as defined in section 169 of the Revenue Act of 1936, for the investment 
of funds held for true fiduciary purposes; and the operation of such common trust 
funds as investment trusts for other than strictly fiduciary purposes is hereby 
prohibited.”** 

This subject gave rise to very considerable discussion as to whether revocable 
trusts should not be excluded. It was suggested by some that if the funds of such 
trusts might be invested in a common trust fund, a person desiring to invest in the 
common trust fund might do so by establishing a revocable trust with the bank 
administering such fund, and direct that the funds be invested in the common trust 
fund, and that the settlor of such a trust might require the withdrawal of such funds 
by revoking the trust and demanding the repayment of the trust fund to himself. 

On the other hand it was pointed out that bona fide trusts are often established 
to confer a benefit upon one or more persons who are not trained in the management 
of investments, where the settlor desires to retain a power of termination or revoca- 
tion during his lifetime, so that if the management of the trust fund is not satisfac- 
tory or conditions change which make it undesirable that the trust should be con- 
tinued, he may still have control of the situation by revocation of the trust. 

The Board of Governors of the Federal Reserve System finally concluded that 
the mere possibility of a common trust fund being used by others for investment 
purposes was not sufficient to warrant the exclusion of all revocable trusts from the 
benefits which it was hoped might be derived through the use of common trust 
funds. The Board recognized that it was impossible in advance to lay down any 
fixed rules upon this subject, and therefore place responsibility for the admission or 
exclusion of such funds upon the trust investment committee of the bank operating 
the fund. The regulation provides: “The trust investment committee of a bank 
operating a common trust fund shall not permit any funds of any trust to be invested 
in a common trust fund if it has reason to believe that such trust was not created or 
is not being used for bona fide fiduciary purposes.”?® 

To further discourage the use of such funds merely as a medium for investment 
by persons other than the bank in its fiduciary capacity, the Board further provided: 
“No bank administering a common trust fund shall issue any document evidencing 
a direct or indirect interest in such common trust fund in any form which purports 
to be negotiable or assignable.”** It is understood, however, that this provision was 
not intended to exclude the right of a bank to issue a certificate of participation in 
an investment which has been segregated and placed in a liquidation account. The 
issuance of such certificates may be necessary to enable a bank to effect distribution 
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of the principal of a participating trust. While the Board has not officially ruled 
upon this, it is understood that it would not object to such a certificate being made 
assignable. 

In line with this same thought, that no person should be permitted to speculate 
through a common trust fund, not even the bank itself, we find a requirement that 
notice of an intention to participate or withdraw funds from the common trust be 
given prior to the date of valuation as of which such participation or withdrawal is 
effected. The regulations indicate that the plan must provide what the length of 
notice shall be. Notice must be given in writing to the bank or a written notation 
of the contemplated participation or withdrawal must be made in the records of the 
bank.!7 Since the price for which investments in the common trust will sell in the 
future on any particular day cannot be known, this requirement of prior notice should 
prevent any attempt to profit by seeking to gain admission or withdrawal of funds 
because of the condition of the market on any valuation due. The New York statute 
requires five days notice.'* This provision for notice may also be regarded as one of 
those provisions through which the Federal Reserve Board has sought to require 
equality of treatment for all participating trusts. 

Another question closely related to the foregoing was the fear that common trust 
funds might at some time be embarrassed by something akin to a run, the thought 
being that if lack of confidence in prevailing conditions should arise, numerous per- 
sons having interests in participating trusts might demand the withdrawal of such 
participations from a common trust fund. It was thought that, if many of such 
withdrawals should be made at the same time, this might have an injurious effect 
upon the remaining participants. It was suggested that this possibility might be a 
real danger if revocable trusts were permitted to invest in a common trust fund. It 
was pointed out, however, that the banks and trust companies, which had established 
common trust funds prior to the 1929 depression and had admitted revocable trusts, 
had experienced no such runs. It therefore seemed that there was no basis for such 
fears. 

However, it was agreed by all that the withdrawal of too large a proportion of 
a common trust fund at any time might lead to some embarrassment, and that it 
was desirable that some limitation should be placed upon the proportion of a com- 
mon trust fund which might be owned by any one trust. Accordingly, the Federal 
Reserve Board provided that no funds of any trust should be invested in a participa- 
tion in a common trust fund, if such investment would result in such trust having 
an interest therein in excess of ten per cent of the value of the common trust fund.!® 

The federal regulations place a further limitation on the amount of any trust 
which may be invested in a common trust fund. No more than $25,000 of any trust 
may be so invested. Whether any such limitation should be included in the regula- 
tions was a subject of much debate, at least among the members of the committee of 
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the American Bankers Association. It was thought by some that if the use of a 
common trust fund for investment purposes was good for a small trust, it was 
equally desirable for a larger one. 

Upon learning that the Federal Reserve Board’s technical staff entertained a 
definite view that some such limitation should be included, the committee discussed 
the following question: How small a sum may properly be invested and reasonable 
diversification be obtained? Inquiries upon this subject were addressed to bankers in 
many parts of the country. The committee was of the view that the common trust 
fund should be available to any trust which is not sufficient in amount to provide 
such reasonable diversification in its investments. The replies varied greatly as to 
the amount required, ranging from $10,000 to $100,000. What is regarded as a large 
trust in one section of the country is regarded as meager in the more populous 
centers. 

The result of these inquiries was submitted to the Federal Reserve Board, and 
the committee expressed the view that if any such limitation were placed on the 
amount which might be invested by a trust, it should be not less than $50,000. Before 
the Board acted upon this matter, however, legislation was enacted in New York 
which placed a limit of $25,000 on the amount which might be so invested. Un- 
doubtedly this influenced the Federal Reserve Board in its determination to include 
a similar limitation in its regulations. 

While the wisdom of this is doubted by some, recognition must be given to the 
fact that in the experimental stages of these common trust funds in this country, it 
is not unreasonable to carefully restrict their use. If they prove as successful as their 
advocates hope, it should not be difficult to have this regulation modified. 

It may be well to note that the regulation limiting the amount which may be 
invested by a particular trust, must be read carefully. No difficulty is encountered 
if the funds of any trust are invested in a common trust fund at one time. However, 
if this be not the case, then the regulation would seem to require that before further 
funds of the trust are added to the common trust fund, the value of the participation 
previously acquired for that trust be determined and that only the difference be- 
tween that value and $25,000 may be so invested for, that trust. 

The regulations are emphatic in providing that a bank administering a common 
trust fund shall not invest any of its own funds therein; further, that if the bank, 
because of a creditor relationship, acquires any interest in a participation therein, 
such participation shall be withdrawn on the first date upon which such withdrawal 
may be affected.2° Nor may the bank have any interest in the assets held in the 
common trust fund.?? Apparently the Board felt that it was of importance that no 
self-interest should be permitted to influence the bank in its administration of such 
fund, and that there must be no dealing between the bank in its own right and the 
common trust fund. 

While the Board has not yet officially ruled upon the subject, it is understood that 
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it was not its intention to prohibit a bank from making a temporary advance of its 
own funds to a trust holding a participation in a common trust fund. If this be so, 
such advances as are often made, to supply a trust with moneys to pay expenses or 
other charges, or to enable the trust to make a payment to an income beneficiary 
on account of accrued but uncollected income, will still be possible. It is also under- 
stood that the Board would not deem it in contravention of this regulation for a bank 
to loan or advance its own funds against the security of an investment segregated 
and placed in a liquidation account. This is of importance, for it is likely that it 
may be necessary that funds be available to protect an investment so segregated. A 
typical instance would be a bond and mortgage in default. Such a bond and mort- 
gage should be segregated. Funds will be required to pay the expenses of foreclosure, 
and if the mortgaged property be bought in by the trustee, to provide for rehabilita- 
tion of such property. If the necessary funds could not be advanced by the bank, 
injury might result. 

The management of a common trust fund must be exclusively in the bank ad- 
ministering such fund. The regulations wisely provide for this.?* Thus, if a trust 
which owns a participation in such a common trust fund terminates and the principal 
vests in the remaindermen, such remaindermen may not interfere with the manage- 
ment of the fund by the bank. Moreover, it is understood that the Federal Reserve 
Board regards it as appropriate for a bank, when acting as one of two or more 
co-trustees of a particular trust, and when so authorized by the trust instrument or 
local law governing such trust, to invest such trust funds in a common trust fund. 
Notwithstanding the fact that there may be one or more co-trustees of a participating 
trust, the common trust must be managed exclusively by the bank. In view of the 
phraseology of Section 169 of the Revenue Act of 1936, it would probably be well 
for banks establishing such common trust funds, to limit investments therein to 
trusts of which they are the sole trustee, until the Bureau of Internal Revenue has 
recognized the propriety of so investing funds of which the bank is only one of two 
or more trustees. 

The federal regulations also provide that a bank establishing such a common trust 
fund shall make no extra charge for administering it; i.¢., the bank must look to the 
participating trusts for compensation. It is assumed that the bank will receive the 
same commissions or other compensation from the participating trusts as if they 
were separately invested. Nor may the bank pay from the common trust funds any 
fee, commission or compensation for the management thereof, but may pay such 
reasonable expenses incurred in its administration as would have been chargeable to 
the participating trusts if incurred in their separate administration.** 

Other important provisions of the regulations are those relating to the auditing 
and settlement of accounts of a bank with respect to a common trust fund. Such 
accounts must be audited annually by auditors responsible only to the board of direc- 
tors of the bank, and a report of the audit must be sent to each person to whom an 
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accounting of the participating trusts would be ordinarily rendered or such persons 
must be notified annually that a copy of such report will be sent on request. De- 
tailed provisions concerning the auditing of the accounts of the bank in respect of a 
common trust fund are found in the regulations.?* 

The settlement of such accounts is, of course, of equal if not greater importance, 
but no attempt has been made by the Federal Reserve Board to prescribe what 
method or procedure shall be followed. Apparently the Board recognized that the 
law prevailing in the different states where such funds are established and the con- 
ditions surrounding such funds are apt to vary so greatly that it would be unwise for 
the Board to endeavor to regulate the settlement of such accounts. It should be 
noted, however, that the regulations do require that the plan, pursuant to which any 
such fund shall be established, must contain full and detailed provisions for “the 
auditing and settlement of accounts of the bank with respect to the common trust 
fund.”5 

This requirement is of importance. Great difficulty might develop if no method 
or procedure be established for the settlement of such accounts. If such accounts be 
not settled periodically, when the bank as trustee of any particular participating trust 
is required to render, or voluntarily renders, an account of its proceedings in respect 
of such trust, undoubtedly it may be required to include therein a full statement of 
its conduct of the common trust fund during the period such trust had a participation 
therein, including the valuation thereof both at the time .of admission and with- 
drawal of such participation, and of all other participations in the intervening period. 
If these common trust funds develop into substantial aggregations of capital, as it is 
anticipated they will, the burden of defending the administration of the fund in 
connection with the settlement of the accounts of the bank with respect to each 
participating trust would be very great. If the bank had its common trust fund 
accounts prepared periodically, and had many copies of these printed, it might be 
possible for the bank to include these in accounts rendered by it with respect to the 
participating trusts. But what of the expense and burden to a participating trust, of 
having such accounts examined? Assume that the interested parties include a minor 
for whom a guardian ad litem is appointed. The common trust fund might amount 
to several million, and the participating interest of such a trust might be a few 
hundred dollars. Such participating interest might have continued for ten or twenty 
years. If the guardian should do all that would be required of him in examining 
the accounts relating to the common trust fund during that period, the expense 
would either be ruinous to the participating trust or the lack of provision for 
adequate compensation would render the burden on the guardian intolerable. 

It seems, therefore, that it is a practical necessity that some means should be 
provided for the periodic and final settlement of the accounts of a bank relating to 
a common trust fund, and that such settlement should be conclusive upon all parties 


interested in the participating trusts. 
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Before discussing what provision should be made for the settlement of such 
accounts, it is necessary to determine the source of the authority for the investment 
of funds in the common trust. It is a general principle of equity that trust funds 
should at all times be separately invested and never mingled with those of other 
trusts. Authority to depart from this rule must be sought either in the instrument 
establishing the trust or in a statute of the state, the laws of which control the admin- 
istration of such trust. Instances of the latter may be found in the statutes of several 
states authorizing the collective investment of trust funds in bonds and mortgages. 
Recently New York extended this principle to permit the investment of trust funds 
in common trust funds established by trust companies pursuant to the Banking Law 
of that state.2® This enactment authorizes such investment of funds of trusts hereto- 
fore created as well as those hereafter established. 

It is obvious that the settlement of the accounts relating to such a statutory fund 
should be prescribed by the statute providing for the establishment of such funds, 
and that care must be taken in such a statute to see to it that the provisions for the 
settlement of such accounts meet the constitutional requirements for due process of 
law. The New York statute above mentioned provides for the annual judicial settle- 
ment of the accounts of each bank operating a common trust fund. Provision is 
made for the publication of notice and the appointment of two guardians ad litem, 
one to represent income beneficiaries who are minors, incompetents, or absentees, 
and the other to represent similar parties who are remaindermen. 

Where investment in the common trust fund is confined to those trusts where 
specific authority to so invest is conferred by the instrument establishing such trusts, 
the plan, which should be incorporated by reference in such trust instruments, may 
provide some practical and inexpensive method for the settlement of the accounts 
relating to the common trust fund. In some of the plans for such funds which were 
established before the Board of Governors of the Federal Reserve System issued its 
regulations, it was provided that an independent auditor should be appointed by 
some one occupying a semi-public position such as the president of the Chamber of 
Commerce, and,that such auditor should have authority, on behalf of all persons 
having any interest in the common trust fund, to settle the accounts of the trustee. 
Provision was further made that in case of dispute between the auditor and the 
trustee, such dispute should be settled by arbitration. 

In providing that the plan pursuant to which such a fund is established, must 
contain provisions for the settlement of the accounts of the bank administering such 
a fund, it seems that the Federal Reserve Board had in mind provisions along the 
lines of those above mentioned. It is believed that the inclusion in the plan of pro- 
vision for settlement of accounts is essential, not only to comply with the federal 
regulations, but to meet the practical necessities involved. When a statutory fund is 
established, undoubtedly it will be sufficient to provide in the plan that the accounts 
shall be settled in the manner provided in the statute. 
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No attempt has been made to mention in detail all the provisions found in the 
federal regulations. These are succinctly and clearly stated. The purpose of this 
article has been to state the problems presented in the hope that this might help to 
explain the purpose and emphasize the importance of some of the provisions found 
in the regulations. 

Before closing, mention should be made of the care taken by the Board, while 
endeavoring to protect the use of such funds from abuse, to avoid inflicting a penalty 
upon innocent persons interested in the participating trusts from a failure on the 
part of the bank to observe all the provisions of such regulations. It will be recalled 
that the exemption from corporate taxes is only extended by Section 169 of the 
Revenue Act of 1936, to those funds which are maintained “in conformity with the 
rules and regulations prevailing from time to time, of the Board of Governors of the 
Federal Reserve System. ...” To provide against the disastrous result of such a 
fund being subjected to corporate taxes because of the innocent failure of the 
administering bank to observe one or more of these regulations, such regulations 
conclude with the following: 

No mistake made in good faith and in the exercise of due care in connection with the 
administration of a common trust fund shall be deemed to be a violation of this regulation 
if promptly after discovery of the mistake the bank takes whatever action may be prac- 
ticable in the circumstances to remedy the mistake.?7 


But this is not all. The Board has been careful to define the precise method by which 
controlling facts are to be determined. The trust investment committee of the bank 
is charged with the duty of determining these, and action taken pursuant to its 
determination made in good faith, is a compliance with the regulations. For example, 
such committee must determine whether a trust desiring to participate “was created 
or is being used for bona fide fiduciary purposes”; whether the fund contains any 
investments in which a trust so desiring to participate “might not lawfully be in- 
vested”; the value of the investments, the common fund, and of participating interests 
therein, as well as the proportion of such fund which consists of cash and readily 
marketable securities. 

In closing, the author desires to pay tribute to the Board of Governors of the 
Federal Reserve System and its technical staff for the care used to establish practical 
regulations which should prevent abuses arising in the use of these funds, as well as 
in framing those regulations so that they may be followed without difficulty, if 
reasonable care be used by any bank in establishing such a fund. 
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PROBLEMS IN THE ADMINISTRATION OF 
COMMON TRUST FUNDS 


RopMAN Warp* 


Aside from such a basic legal difficulty as common law and statutory prohibitions 
of the commingling of trust funds, and the later, rather unexpected but fortunately 
only temporary harassment of heavy federal income taxation, the development and 
acceptance of the common trust fund idea by banks and trust companies has been 
impeded by practical problems, some of which are merely an exaggeration of present 
problems of trust institutions, and not essentially different from those with which 
they already are faced. Some, however, are entirely new and are the result of the 
necessary attempt to make the operation of this method of mass investment coincide 
with the tenets of trust law which have been developed for centuries to meet problems 
arising out of individualized trusteeship. 

Problems which fall into the first of these two classes, those not essentially dif- 
ferent, are to a large extent managerial. Their solution has been or will have to be 
solved from a business point of view. They are problems in efficiency and their solu- 
tion should not affect the beneficiary in so important a fashion as would the solution 
of legal problems. Upon it does to a certain extent depend the answer to the question 
whether common trust funds may help to alleviate the general economic distress of 
trust institutions. If you will grant for the sake of argument that mass investment 
of trust funds properly carried on has, inherently, advantages for certain types of 
trusts chiefly deriving from the opportunity for increased diversity of investment, 
there yet remains the question whether a trustee can afford to practice this mass 
investment. Unless it can be carried on without additional expense over present 
methods, it is obvious that its use will not spread so rapidly. If it simplifies the work 
and decreases the expense of trust administration not only will there be increasing 
pressure from trust institutions behind any tendency toward its wider acceptance, but 
beneficiaries of trusts will be helped for at least two additional reasons. There will be 
less pressure for higher rates of fees for trustees and the larger and more highly 
organized trust institutions will be less loath to accept smaller trusts which are now, 
in many cases, actually an expense to them. 

Such managerial problems, however, hold little interest to many people. Many of 
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them have to do with bookkeeping. An explanation of them would be generally in- 
comprehensible without detailed descriptions of ordinary bookkeeping methods now 
adopted generally by banks and trust companies. Suffice it to say here that those 
persons who have had experience in the operation of common trust funds believe that 
none of this class of problem is insurmountable, in fact none should be really disturb- 
ing to the well organized and properly equipped trust institution operating under an 
intelligently drawn statute or correctly drawn trust instruments. 

The problem of investment management and control with which trust institutions 
are now faced is, under a common trust fund, greatly decreased since there are so 
many fewer units of investment to be watched. There is a danger of future trouble 
to the trustee of such a fund however which arises out of the seemingly necessary but 
severe restriction imposed by the Regulation of the Federal Reserve Board requiring 
elimination from a fund of all securities not currently proper for trust investment 
before new money may be admitted thereto or cash may be withdrawn therefrom. 

Many states, for example, require that a mortgage shall not be greater than a 
certain percentage of the value of the property on which it is secured in order for a 
trustee properly to invest in it. The trustee of a common trust fund might purchase 
a mortgage with a five year maturity which was proper in every respect at the time 
of purchase but which, through general declines in real estate values, represented at 
a later date a greater percentage of its security than permitted. This mortgage would 
then have to be eliminated from the common trust fund before new trusts might 
begin participation therein or before withdrawing trusts might receive payment in 
cash for their interest in the fund. Such a mortgage might not be salable at a fair 
figure. The only course left open to the trustee then is to segregate it, to freeze it 
for the benefit of the then participants in the fund and liquidate it later as best 
he can. 

Not only does the possibility of there existing a succession of such frozen assets 
bring the threat of extensive bookkeeping, but it would also promise considerable 
embarrassment to the trustee and annoyance to the beneficiary. Some persons with 
the recent depression years vividly in mind do not see the possibility of avoiding, at 
some dark time in the future, a great deal of difficulty from this kind of thing. 

To the writer, the only practical solution to this problem lies in taking the greatest 
care at the time investments are made. Mortgages, for so many years thoroughly 
liquid, have shown their dangers at certain times. Therefore they cannot form as 
important a part in the portfolio of a common trust fund as they might of an indi- 
vidual trust. What mortgages are taken for it should be considered carefully in the 
light of the last seven years’ experience, with regard for the individual credit of the 
mortgagor and for the safety factor of regular amortization or curtailment. Some 
leeway should be allowed between the amount of the mortgage and the amount 
which would be permitted under the trust investment law. Mortgages for a short 
term should be taken if possible. 

The situation with regard to bonds purchased for the fund is not so dangerous if 
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their liquidity is high, if they have a broad market. With them, however, the policy 
should be as conservative, relatively speaking. 

The result of such a policy may not be to keep a fund absolutely clean in the event 
of some future financial cataclysm but it should go very far toward avoiding serious 
difficulties in the operation of a fund. Another result, which is unfortunate but seem- 
ingly necessary, is that the income yield of a properly run common trust fund will be 
lower than that which might be obtained for a good-sized individual trust. However 
it must be remembered that the participants in a fund’ will be small trusts, under 
$25,000 generally speaking, and that smaller aggregations of capital, as a rule, cannot 
expected to fare as well as may larger ones. 

In this connection it is interesting to notice that the New York common trust 
fund statute forbids the inclusion of any real estate mortgage in a fund. 

A certain amount of fear has been expressed that common trust fund investment 
would tend to make the value of a trust fluctuate more than it would if it were in- 
vested individually. There does not seem to be any logical reason why this result 
would be reached in the average case. In fact in many cases of individual trusts the 
opposite effect should be attained. A trust of ten thousand dollars cannot as a prac- 
tical measure have diversified investment in itself. Among fifty or a hundred such 
trusts there are bound to be some for which an unfortunate investment will be made. 
Perhaps half of one such trust will be placed in a security which depreciates con- 
siderably. This one trust will suffer an impairment by a large percentage although 
the fifty trusts may, on the average, retain their unimpaired value. The fact that 
there is appreciation in forty-nine trusts will be cold comfort to the beneficiaries of 
the fiftieth. If the same money had been pooled in one fund, no one beneficiary 
would have been harmed. 

There may be a small amount of emphasis psychologically placed on what fluctua- 
tion there is. Normally the remainderman of a terminated trust which has been in- 
vested in a common trust fund is paid in cash. Normally the remainderman of 
another trust which has been invested individually will to a large extent receive 
securities in kind. In the first case the remainderman sees he is getting so many dollars 
and he knows there were originally a certain number of dollars in the trust. He has 
a direct comparison. In the second case the comparison is less pointed, or, if the 
general securities market is low at that time, it is easier for him to understand where 
and why depreciation has occurred. 

Persons interested in common trust funds have also foreseen a problem in connec- 
tion with them arising out of a necessary delay in the distribution of a trust which 
has participated in a fund when the termination of the trust is brought about by 
death or some other unpredicable event. Under the regulations of the Board of Gov- 
ernors of the Federal Reserve System and for important practical reasons, units of 
participation in a fund may not be redeemed except at a previously determined date. 
Likewise for practical reasons such redemption dates should not occur too frequently. 
Consensus of opinion and experience both seem to show that quarter-annually is 
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often enough. In some cases this would delay distribution of a trust for almost three 
months from its theoretical termination. 

However, in the case of almost any trust there is so much formality to be gone 
through—accounts to be stated, securities to be transferred, and so forth—that dis- 
tribution cannot nowadays be made very expeditiously in any event. In practice it is 
found that the case is not common where excessive delay is attributable to the invest- 
ment in a common trust fund. Provision may be made in the plan or declaration of 
trust governing the common trust fund for intermediate and irregular valuation and 
redemption dates to be determined by the trust investment committee of the trust 
institution so that in exceptional cases or when considerable amounts are awaiting 
redemption or investment, this delay can be cut down considerably. 

Such an intermediate valuation date is in itself quite troublesome however, not so 
much because of the determination of values necessary, but chiefly because there must 
at the same time be made an accrual or allocation of income on the various invest- 
ments held by the fund. 

The best rule from the standpoint of the trustee seems to be to stick to the regular, 
periodically recurring dates unless transactions are in sufficient volume to make a 
change worthwhile. It is not believed that this will cause unjustifiable hardship for 
any beneficiary, particularly since there does not seem to be any reason why an 
advancement against the value of the terminated trust could not be made him. 

There is an interesting class of problems, in addition to those touched on above, 
which largely arise out of the attempt to fit this new method of trust investment into 
a law which has developed to fit individual trust investment. It seems that the proper 
solution of these may best be found in the courts or in new statute law designed to fit 
the circumstances. If the use of common trust funds spreads, if they become the 
ordinary thing instead of the extraordinary, there will undoubtedly be developments 
and clarifications of now established legal principles to suit them. 

The Federal Reserve regulations, the New York State common trust fund statute 
and the regulations of the New York State Banking Department have on some points 
given an indication of the way authority looks on these. Future revisions of these 
will give a clearer view since the revision will show the trend or direction of thought. 

One such problem, which has quite properly been avoided in the Federal Reserve 
regulation because the laws of the various states are so far from agreement on its 
application to individual trusts, has to do with the amortization of premiums over 
par paid for purchased securities with a fixed maturity. While the rule as to amor- 
tization in any one state may be clear in its application to individual trusts, it is not 


clear in its application to common trust funds. 

There is naturally no problem in those jurisdictions where such amortization is 
forbidden or is not required. Elsewhere, however, it is a question which needs care- 
ful study. Probably the only satisfactory answer is to be had in a statute. 

In the first place it may be clarifying to point out that a unit of participation in a 
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common trust fund strictly speaking has no par value and in no sense has a fixed 
maturity. Therefore the principal of amortization cannot properly be applied to the 
cost price of such a unit purchased by a trust. 

An explanation of the peculiarity of the problem must first be given. Since this 
cannot be a general discussion of the various laws on and methods of amortizing such 
premiums, it will be confined to the most general rule. In application, this is that if 
a trustee pays one thousand and ten dollars for a one thousand dollar bond due 
exactly ten years from the purchase date, in order to avoid wasting the principal of 
his trust estate and favoring the life beneficiary to the disadvantage of the remainder- 
man the trustee must withhold, out of the interest received on that investment, an 
amount each time interest is collected which is calculated to reimburse principal for 
the ten dollar premium in full by the time of the maturity of the bond, in other words 
fifty cents each six months. He must withhold this from income and pay it into 
principal. 

However, let us consider what happens in the case of such a purchase made for a 
common trust fund. We shall say that at the time of such a purchase there are nine 
trusts each participating to an equal extent in the fund. Shortly thereafter another 
trust begins participation in the fund to an extent equal to each of the first nine by 
paying into the fund its pro rata share of the then value of the fund. The particular 
bond, as bonds will, has meanwhile fluctuated in value. It has gone contrary to its 
long range expected trend and is currently worth one thousand and twenty dollars. 
The newly participating trust has paid at that rate for the one-tenth equitable owner- 
ship in that bond which it has acquired. Manifestly it is absurd to say that the life 
beneficiary of this newly participating trust shall suffer and the remainderman of it 
shall benefit each six months to the extent of one-tenth of fifty cents out of the interest 
on this bond. Fifty cents to that trust has no meaning and bears no relationship to 
the indirect but nevertheless actual cost to it of the premium on the bond. Accurately 
speaking (begging the question of even the theoretical accuracy of this method of 
amortization), proper amortization of the premium on that bond for that trust should 
be at twice that rate, disregarding the lapse of time since purchase and the con- 
sequently reduced period to maturity. 

At each subsequent time that new trusts are admitted to participation in the fund, 
there would probably be an entirely new basis for accurate amortization insofar as the 
new trusts are concerned. Obviously therefore this ordinary method of amortization 
has no exact meaning and no reasonable basis in equity for a common trust fund 
because the ownership of the bond is constantly shifting at varying prices. 

According to one method of classification, there are two types of common trust 
funds, commonly called legal and contract funds. The legal fund is one which is 
authorized by statute as a method of investment for any trust fund. It can be roughly 
considered as an addition to the statutory list of authorized investments for trustees. 
It is generally accepted that in a state which by law requires amortization of bond 
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premiums in trusts the terms of which do not otherwise specify, only a statute can 
eliminate or modify this requirement for a legal common trust fund." 

The situation with respect to amortization in a contract common trust fund is 
somewhat different. The term “contract common trust fund” or “contract fund” 
must be first explained. It indicates the type of fund which is not authorized for 
general use by statute and the authority for participation in which must be found in 
the terms of the various participating trusts. For this type statutes might also 
eliminate or modify the usual amortization requirements. However such require- 
ments can more readily be changed in many instances by the combination of the 
terms of the plan or declaration of trust which governs the contract fund and of the 
terms of the participating trusts which permit investment through such a fund. 

If the common trust fund declaration of trust specified a method of amortization 
or that there shall be no amortization, and if the trust instrument governing a par- 
ticipating trust specifies that the trustee thereof may invest in and in accordance with 
the terms of that particular common trust fund, the difficulty is eliminated without 
the help of statute. 

A question occurs to the writer to which the answer is not clear and which should 
be considered. 

Suppose a common trust fund declaration of trust as above, and suppose a will 
which authorizes the trustee of the trust established thereunder to invest without 
statutory limitation and specifically in common trust funds established by it for the 
use of its trusts. The will is silent as to amortization; the state law requires it; and 
the particular common trust fund, the terms of which prohibit amortization, is estab- 
lished after the death of the testator. Would the terms of the will permit the trustee 
to invest in the fund? 

If the will specifically provided that the trustee thereunder might invest in preferred 

* Although present opinion takes the view stated above, an argument to the contrary has been made 
which runs along the following lines: If the common fund were held by a third party as trustee and the 
participations issued to the trust institution as trustee for its several trusts, there would be no duty upon 
the third party to amortize bond premiums. The duty to amortize is imposed to insure fair dealing be- 
tween successive beneficiaries, REstaTEMENT, TRusTs (1935) §239, but in the hypothetical situation, the 
cestui que trust of each participation would be the ¢rustee of the participating estate, not the life tenants 
and remaindermen of that estate. The status of the trustee as beneficiary of the common trust would not 
differ from that of an individual holding a participation in his own right. Does the fact that the common 
fund is not held in trust by a third party as trustee but by the same corporate entity which is trustee of 
the participating trusts change this situation? Certainly it is arguable that it does not. To reach the 
contrary result requires a disregard of the distinct capacities in which it holds the common fund and the 
participating interests therein, a disregard which is not dictated by practical considerations. However, 
even though the trustee, as trustee of the common fund, is under no duty to amortize, there remains the 
question whether it is required to amortize the income received by it as trustee of each participation. If 
the participation is regarded as a distinct security and not merely as evidence of an undivided interest in 
the securities comprising the fund, then there is no basis for amortization since the participation, as such, 
is not a depleting asset, even though some of its constituent parts may be. That the participation may 
be regarded as a distinct security is evidenced by the terms of the New York Act which provides that no 
“person having an interest in any estate, trust or fund shall have or be deemed to have any ownership in 
any particular asset or investment of such common trust fund.” N. Y. Banxinc Law, §100-c(2). 

It may be granted that the foregoing line of reasoning is legalistic in character. It is reinforced, how- 


ever, by the practical difficulties of applying the rule of amortization to the common fund situation which 
are discussed in the text and the lack of any real danger to remaindermen resulting from its non-application. 
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stocks of X Corporation, the trustee undoubtedly might invest in a class of preferred 
stock which is issued by X Corporation after the death of the testator. However, if 
the testator had attempted to incorporate in his will by reference the terms of an as 
yet unwritten document, he obviously could not do so. In other words the question 
more broadly is whether a testator can grant to his trustee authority to invest in a 
common trust fund to be established under a declaration of trust which is not in 
existence at the time of the execution of the will. Again the answer may depend 
upon whether a participation in a fund is an investment in itself or an investment, 
by means of a certain method, in the many different securities which comprise the 
fund. 

This question is highly theoretical and any attempt at its answer is beyond the 
scope of this paper, but it is pointed out here as an indication of a problem which may 
have to be considered in certain types of common trust funds. 

Complete statutory relief from amortization may not be available. What then can 
be done? Is there a substitute method which avoids at least to some extent the ab- 
surdities of the ordinary method and which the legislators or the judiciary may 
approve? Also is there a method which can be applied so that trusts requiring 
amortization and trusts forbidding amortization may both participate in the same 
fund? 

These questions have been explored at considerable length in New York State. 
Attorneys, surrogates, officials of trust institutions and the State Banking Department 
there have cooperated in attempting to find a more equitable and practical method. 
The result is to be found in the Regulations of the New York State Banking Depart- 
ment governing the establishment and operation of common trust funds. 

Instead of establishing a fixed and continuing rate of amortization for each bond 
purchased at a premium, the rate of amortization for each bond is successively fixed 
at and by the appraisals of the bond which are determined for the successive valua- 
tions of the fund. From and after the first valuation date after the purchase of a 
bond, the amount paid for the bond originally has no bearing whatsoever on its rate 
of amortization. The make-up of the fund, from the standpoint of participating 
trusts, is constantly changing. Therefore, in effect says this method, the rate of 
amortization should be constantly changing so as to reflect more closely the cost of the 
bond to the trusts at any one time participating. 

This method is somewhat more cumbersome than the ordinary, way, admittedly, 
although it is not believed to be so much so as to be impracticable. As said above, its 
adoption in New York State is the result of a great deal of careful attention. How- 
ever, the writer has recently applied it to a few, theoretical situations. While the test 
is far too incomplete to be conclusive, the results would lead him to doubt that any 
more accurate or equitable result is obtained by this method than by the standard 
method commonly used in ordinary trusts. 

Whatever method of amortization is used, if it is to affect all of the trusts par- 
ticipating in the fund, the appropriate amount of income is carried to principal within 
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the fund just as it would be in an individual trust and the book or carrying values of 
the affected bonds may be reduced as ordinarily. However, if some of the participat- 
ing trusts require amortization of premiums and some forbid it, the only way avail- 
able is to carry all of the income from the fund to the participating trusts as if there 
were no amortization. Then, on the separate books of each trust which may require 
it, that part of the income which is determined to be appropriate is applied to prin- 
cipal and the cost value of the units of participation held by that trust is reduced 
accordingly. 

This too is somewhat cumbersome and, if it is necessary, would naturally decrease 
the benefits to be obtained by a trust institution from the use of a common trust fund. 

So far as now can be judged, amortization is to be avoided in the operation of 
these funds if it is in any way possible. Peculiarly there is not so much necessity for 
it as there may be in an individual trust account. Whereas in the latter case the in- 
vestment portfolio may remain to a considerable extent fixed during the continuance 
of the trust, yet the securities in which a trust account has an interest through its 
participation in a fund will tend to change constantly. Particularly is this true if the 
fund is either increasing or decreasing in size. The trust is constantly acquiring an 
interest in the new investments which the fund is making and likewise is disposing 
of a part of its interest in old investments to the new participants. Over a period these 
changes are being made with the money market in different conditions, with bonds 
sometimes high priced and sometimes low priced. The result is that each such trust 
will average its costs much more than any one small trust invested individually would. 
The discounts will all the more completely balance the premiums. 

Even with a fund static as to size, the fact that it is a large pool of investments 
will normally indicate a diversification of maturities not to be had in a small trust. 
For this reason too, investments in which the trust is interested will be made in 
varying states of the money market. 

Another problem in the operation of common trust funds is likewise a problem of 
the rights of successive beneficiaries in a participating trust, except that it is the 
question of allocation of that which is, legally, income. 

Again the law in different states is far from unanimous, so the explanation will 
have to be based on what is the most common rule. Normally, in the absence of 
contrary specification in a trust instrument, when the income beneficiary of a trust 
dies, his estate is entitled to all income due and collected, to all interest accrued to 
the date of his death and to all dividends declared payable to stockholders of record 
prior to his death on securities held in his trust. A remainderman or a succeeding 
income beneficiary is entitled to the balance. 

By what appears to be necessary regulation, so as to avoid opportunities for in- 
equities between participating trusts and the taking of unfair advantages through the 
exercise of hindsight, withdrawals from a fund may only be made on previously de- 
termined dates. Withdrawal from a fund of the interest of a trust therein cannot be 
made, therefore, on or as of the date of a death which has terminated a life interest 
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in that trust. For other reasons, too, this appears essential. Too frequent withdrawals 
from a fund, each of which requires a complete and accurate valuation of it, would 
render the fund impracticable. 

For various reasons it appears that it is practical to determine the ownership of the 
income of the fund, as a general rule, only on periodically recurring and previously 
determined valuation dates. 

From this it is clear that the general rule as to the rights of successive beneficiaries 
to income referred to above cannot, practically speaking, be strictly applied to income 
from a common trust fund. If the portfolio of the investments of a fund were all in 
interest bearing securities and did not in any respect change between valuation dates, 
the income of the fund would be accruing at an even rate from day to day and the 
exact legal result could be obtained by considering that the income distributed from 
the fund accrued as bond interest does. However investments bearing one rate of 
interest are sold and with their proceeds are purchased securities with a different rate. 
Discretionary contract funds will hold stocks in their portfolios. 

In other words, the rights to income as between successive beneficiaries can only 
be determined strictly in accordance with law if, after the death of such a beneficiary 
and as of the date of that death, each accruable item of income in the fund is accrued 
and if all other items are apportioned. This is hardly practical because the number 
of investments in a fund will be great. 

It must be remembered that the participation of no one trust in a fund can be 
large. Therefore it is believed that substantial justice will be done, and justice to 
within a very few dollars, if the only practical solution be applied. This is that, no 
matter the make-up of the fund from the investment point of view, the income from 
the fund which is distributed to trusts be considered to accrue at an equal rate from 
day to day in determining the rights of successive beneficiaries to it. 

The two problems presented above appear to the writer to be the most serious, 
from the point of view of legal theory, with which the common trust fund is faced 
and to which no thoroughly satisfactory answer has yet been given. Each results from 
an attempt to impose on a new subject law which has developed around an old one. 
Each is subject to easy correction, if necessary, through statute. 

Furthermore each suggests the same basic question which will probably only be 
answered at some distant time in the future and if the common trust fund idea con- 
tinues to spread and to be adopted in practice. To what extent is the investment of a 
trust in units of participation in a common trust fund similar to a purchase of a secur- 
ity and to what extent is it the purchase of an interest in each of the basic securities 
which are held by the fund? The more the theory of this new form of investment 
tends toward the former, the more simple and easy of administration will it be. But 
the more it tends toward the latter, the more complicated its administration and the 
more difficult and retarded its development will be. 














THE ACTIVITIES OF BANK EXAMINERS WITH 
RESPECT TO TRUST INVESTMENTS’ 


E. P. Neitan* 


The extension of the scope of the work of bank examiners to include review of the 
investment policies and practices within the trust departments of banks is of com- 
paratively recent date. Surveys indicate that examinations before 1933 consisted of 
little more than a physical check of the assets held in these departments.” Prior to 
that time, trust functions quite generally were regarded by the majority of super- 
visory authorities as bailee duties, and few examiners were qualified to analyze the 
policies and practices utilized by the banks in the investment of trust funds.? The 
limited nature of the examination appears to have been a direct result of these cir- 
cumstances. 

The isolated examples of trust maladministration which gained widespread pub- 
lic attention during the period from 1929 to 1933* prompted a thorough revision of 
methods employed in trust examination work. Supervisors were faced with the fact 
that poorly conceived policies and weak administration in the trust department 
might be as detrimental to the solvency of the bank as unsound policies and weak 
administration in the banking department. After years of reliance on the general 
concept that state courts were charged with the sole responsibility for proper trust 
administration, banking authorities discovered that many courts were so burdened 
with litigation that they had neither the time nor the facilities to inquire thoroughly 
into the administration of each trust account presented to them for approval. These 
courts were powerless to compel an accounting in a number of jurisdictions unless it 
was requested by the petition of some interested party and generally had no authority 
over many trusts under agreement unless litigation was instituted. In all except a 
few jurisdictions, the courts could not approve or disapprove the trustee’s course of 


*B.A., 1928, Rice Institute; Diploma of Graduation, 1937, Graduate School of Banking, American 
Bankers Association and Rutgers University. Trust Examiner, Federal Reserve Bank of Dallas, 1933-1936, 
of New York, 1936-1937, of Philadelphia, since 1937. Author of Trust Examination (Am. Bankers’ Ass’n, 
1938). ; 

1 Trust examination procedure is not confined to trust investments. A more comprehensive picture of 
the examination as a whole has been developed by the writer of this article in thesis form for the Graduate 
School of Banking. This thesis is being published currently by the Trust Research Council of the 
American Bankers Association. 

* Hovey, Trust Department Supervision and Relationships with the State Banking Department (1930) 
51 Trust ComPANIES 29-32; Barney, Examining the Trust Department (1932) 124 BANKERS Mac. 139-146. 

® Johnson, Review of Trust Departments by Supervisory Authority (1936) 62 Trusr Companies 622. 

‘Jenny, The Trust Estate (1931) 9 Harv. Bus. Rev. 159; Ketty, How to Lose Your Money Pau- 
DENTLY (1933). 
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action unless the instructions of the court were sought voluntarily by the trustee, 
the course of action challenged by one or more beneficiaries, or an account filed. 
Since the imprudent fiduciary rarely sought instructions from the bench, court super- 
vision concerned itself largely with the matter of compensating the beneficiary for 
losses due to the imprudent administration of the trustee. Surcharges to corporate 
fiduciaries, of necessity, might result in serious losses to stockholders and even to 
depositors of the erring bank. In an effort to avoid such losses, as well as to aid in 
the prevention of an increase in the volume of litigation which focused unfavorable 
public attention upon the banks as trustees, bank supervisors initiated a program of 
trust department supervision designed to improve the administration of trust accounts 
in all banks. 

This program was developed largely by the joint efforts of the three major federal 
supervising agencies and the various state banking authorities. The expanded form 
of trust examination, made by specially trained examiners,® was inaugurated in 1934 
by the Comptroller of the Currency with respect to national banks, and in the 
same year by the Federal Reserve Board with respect to state bank members, the 
examination of the latter usually being conducted in cooperation with state bank 
supervising authorities. The Federal Deposit Insurance Corporation joined in the 
program shortly thereafter in its examinations of insured state non-member banks, 
which also largely are conducted in cooperation with state authorities. These 
examinations gave trust departments, generally, their first experience with the 
activities of bank examiners in the field of trust investments. 

In an outline of the important features of the examination program, the following 
statement appears in the annual report of the Federal Reserve Board for 1934: 

“In the examination of the trust department of the State member banks particular 
emphasis has been laid upon the policies and practices of the banks in the investment 
of trust funds.” 

The procedure of examiners in checking the policies and practices of banks in the 
investment of trust funds may be divided into two phases. An analysis of the invest- 
ment organization and routine is made as the primary phase, and a detailed inspec- 
tion of the handling of specific types of assets as an index to the investment abilities 
of each management supplements this analysis. As part of this survey, the invest- 
ment organization is checked to ascertain that cash balances available for investment 
are invested promptly;® that a competent analysis of each investment is made or 
secured prior to the purchase of the investment and periodically thereafter;’ that 
informed and intelligent group judgment is exercised in the purchase, retention or 
sale of each trust investment;® and that a system of review and control is utilized 
which assures a proper annual review of each account, together with prompt indi- 
vidual attention when special circumstances arise which exert a definite influence 
upon the intrinsic value of specific securities in various accounts. 


5 Fep. Res. Bp., ANNUAL REPORT, 1934, p. 55; Fep. Deposit Ins, Corp., ANNUAL REPORT, 1935, p. 23. 
® Bocert, THE Law oF Trusts AND TRUSTEES (1935) §611. 

Id. §612. 

8 Statement of Principles of Trust Institutions, Art. IV, §2; Fed. Res. Bd., Regulation F, Art. 5. 
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ANALYsIS OF ORGANIZATION AND RouTINE 


Examiners inspect the cash accounts for principal cash balances which appear to 
have remained uninvested for more than a reasonable time.® This inspection is made 
in conjunction with an analysis of the procedure used in reporting such balances to 
the investment officer or division. Uninvested balances which have been carried in 
excess of six months are questioned unless the rule or statute in each particular 
jurisdiction has established a longer or shorter period of time as reasonable, in which 
case all balances available for investment, but not invested during such reasonable 
period, are investigated.‘° The examiner must be satisfied that the procedure secures 
good results and that the investment of balances has not been neglected in any in- 
stance. If exceptions appear to exist they are called to the attention of the manage- 
ment with a suggestion that remedial measures be taken without delay. 

The files of the investment or statistical department are inspected to ascertain that 
analyses of individual investments are made by the department or secured from a 
recognized investment analysis agency as a prerequisite to investment action, and 
that succeeding statements of obligor concerns are subjected to a thorough analytical 
review. Modern business conditions require constant attention and trust companies 
have discovered that it is essential to secure and retain evidence that the intrinsic 
value of each investment has received periodic review. The trust examiner checks 
this procedure in order to be satisfied that each bank is in a position to substantiate 
the degree of prudence which is required of it in handling investments. 

The exercise of group judgment is checked by a review of the recommendations 
of the investment officer and the minutes of the trust committee.11 These recom- 
mendations and minutes should contain evidence to indicate that the decisions made 
or actions taken were based upon a full knowledge of the investment provisions of 
the instrument which governs the trust account involved; that the investment 
qualifies under these provisions; and that consideration was given to marketability, 
term of the security, duration of the trust, probable market conditions when the trust 
terminates or the investment matures, the amount of the trust, the nature of other 
investments in the trust, the requirements of beneficiaries and their other assets or 
earning capacity, and the effect of taxes upon the investment.’ In larger banks this 
work usually is done by a statistical force for the committee and presented to it in 
graphic manner on a specially designed form which is filed thereafter in the invest- 
ment folder for each particular trust involved. 

An annual review of all of the investments in each trust to determine whether 
the individual assets shall be sold or retained has become an accepted procedure in 
the majority of well-managed trust departments.’* Hitherto, this review has been 
confined to securities in the majority of institutions but is being expanded to include 
all trust investments in order to present a complete picture of each account. It is sur- 
prising that more banks have not recognized the necessity of reviewing mortgages 


* Hough v. Harvey, 71 Ill. 72 (1873); Lukens’s Appeal, 47 Pa. St. 356 (1864); Estate of Whitney, 78 
Cal. App. 638 (1926). 1 Thid. 

" Fed. Res. Bd., Regulation F. ® RESTATEMENT, TRUSTS (1935) §227. 

% Fed. Res. Bd., Regulation F. 
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and real estate with the same consideration that stocks and bonds have been receiv- 
ing. The examiners have encouraged such reviews and are pointing out the advan- 
tages of presenting the complete picture to the review committee so that it may use 
intelligent judgment in handling each account. A form of review which is so con- 
structed that it gives the cost and market value of each security with the rate of income 
received, as well as appropriate groupings to indicate unbalanced or troublesome 
accounts, is very desirable. The method of graphic presentation, which has been 
devised by a number of the large trust departments in New York City, is deserving 
of widespread adoption. The graphic form of review is important not only to the 
management but it is very useful to the examiner in ascertaining the success of the 
policies of the management as they are reflected in individual accounts. Accounts 
with lew yields, large percentages of unproductive investments, or unbalanced port- 
folios are selected by means of these reviews and are discussed with the management 
in an effort to secure special consideration with a view of remedying the undesirable 
condition of the account. 

The final step in the examiner’s analysis of the investment organization involves 
the system in effect for recording and controlling the amount of each individual 
security held. These records, commonly known as “holding cards,” should contain 
for each security a control card listing the trusts holding it, together with the 
amounts held, as well as the gross amount held in the trust department. The routine 
of the department is analyzed to determine whether current reports and information 
which might exert adverse influences on the value of specific securities are checked 
in connection with these cards and the situation reported promptly to the investment 
committee for action. This system provides the management with an easy means of 
preventing concentrations of investment within a trust department and is of assist- 
ance to the examiner in determining such concentrations. If they exist, the attention 
of the management is directed to the dangers involved in such situations, particularly 
the special risks which unwieldy quantities of any security involve. Special circum- 
stances quite often arise which require the liquidation of a specific security, and a 
heavy concentration makes it almost impossible to dispose of the holdings without 
entirely disrupting the market. 


SPECIAL Types oF CHECKS TO DETERMINE THE ABILITY OF THE MANAGEMENT 


Non-Legal Investments 

After reviewing and analyzing the investment organization, the examiner checks 
numerous special phases of trust investment procedure which have a bearing upon 
the effectiveness with which the organization operates and which provide factual 
insight into the policies of the management relative to investments for trusts. Invest- 
ments purchased during the interval between examinations are analyzed to discover 
any that are unauthorized or illegal. Purchases of stock or non-legal bonds are 
checked to the instrument or docket sheet to ascertain that each item was proper for 
the account involved.’* Mortgages purchased or transferred from trust to trust are 


™ BocERT, op. cit., supra note 6, §708. 
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reviewed to make certain that the status of the taxes, interest and appraisal qualified 
them as proper investments for trusts in which they were placed. All items which 
do not appear to conform are brought to the attention of the management for cor- 
rective action so that the oversights may be corrected before a loss accrues. Unless 
correction is obtained immediately, these items are called to the attention of the 
directors in the report and remedial measures are suggested or requested. 

In states in which there exists a statutory distinction between investments which 
are legal and those which do not qualify, all non-legal securities held in accounts 
which require legal investments are reviewed. Unless such items are held under 
binding agreements with the heirs which provide unquestionable protection for the 
trustee in holding, the items are scheduled for special attention with the suggestion 
that proper agreements be obtained or sales be made with the view of avoiding future 
losses. A large amount of effort is expended in checking mortgages to make certain 
that they are legal in every respect. Numerous oversights have been discovered and 
corrections obtained in cases where the exceptions involved lack of appraisals, unpaid 
taxes or incomplete searches. These items are reported in detail to the managements 
involved with the recommendation that remedial action be taken wherever possible. 

Purchases for trust accounts are tabulated to test the actual investment policies of 
the management. All investments for unrestricted accounts are separated into groups 
according to the type of asset either on a sample or test check basis or in entirety, 
depending upon the size of the trust department. The amount of investments in 
bonds, stocks and mortgages is tabulated as well as the amount of legal or non-legal 
investments. This analysis provides an accurate index of the investment attitude of 
the management. It seems pertinent to suggest that such a record well may be kept 
by each trust department for the convenience of the directors and for the purpose of 
serving as an effective means of control of the investment function. 

Self-purchased assets are made the subject of a detailed study from examination 
to examination. Although this practice virtually has disappeared, various trust 
companies have trust accounts in which self-purchased assets were acquired by the 
trustee from its own banking division.’® The intrinsic value of these investments 
is scrutinized carefully and immediate disposition suggested where the trust account 
appears to be in any danger of loss. The trustee is considered as being the guarantor 
of such investments and a rapid diminution in the volume of such assets has been 
noted, due to the special effort made to dispose of them. 

The acquisition or retention of investments in which conflicting interests may 
appear is checked carefully to see that proper attention is devoted to eliminating that 
conflict. Among such assets are loans to officers, directors or employees of the insti- 
tution or investments representing stocks, bonds or loans of corporations in which 
members of this group have a substantial interest. The attention of the management 
is drawn to these items at each examination with the suggestion that a special and 
continued effort be made to dispose of them. 


* Jenney, supra note 4; BocERT, op. cit., supra note 6, §489. 
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Stock in Trustee Institution 

The stock of the trustee institution which is held in trust accounts presents a 
difficult and embarrassing problem to the trustee, and it is accorded careful attention 
by the examiner. The best new business received by the average trust department 
consists of trusts or estates originating with its stockholders. Many, if not all, of 
these accounts contain shares of the trustee institution but few instruments incor- 
porate specific directions for their disposition. Since it represents an investment in the 
trustee’s own enterprise, its retention is fraught with danger, for the beneficiaries are 
always in the position of claiming self-interest should the retention result in a 
marked loss in value. Its sale, on the other hand, is equally dangerous in many 
cases, for the only market for many bank stocks exists among the officers and direc- 
tors or other large stockholders. If the stock is sold to any of them, the beneficiaries 
are also in the position of claiming self-interest should the stock later increase in 
value to a marked extent. Until stockholders and their attorneys can be educated to 
the practical necessity of incorporating specific directions in trust instruments for 
the retention or disposition of their holdings of stock in the trustee institution, the 
examiner must consider each holding carefully. Where the stock is retained without 
specific direction, the written authority of all beneficiaries should be secured and 
placed in the files as a necessary prerequisite in the absence of specific terms in the 
instrument. Where this authority cannot be obtained, the stock should be sold in 
the market, or, if this market is limited to officers and directors, the sanction of the 
court for a sale to them should be obtained. Such action is essential to avoid future 
questioning of either sale or retention of an investment which represents capital used 
in the trustee’s own enterprise. Present examination procedure requires the sched- 
uling of all accounts in which such stock has been acquired or retained without 
specific authority. The attention of the management repeatedly is called to the 
danger involved in such stock and suggestions are made which are designed to 
remove this danger. 

A record of all investments purchased by the bank from trust accounts is taken 
by the examiner and checked to make certain that such assets were acquired to settle 
claims or prevent losses to the trust for which the bank considers itself liable.1* The 
price paid for these investments must be adequate and the bank should not anticipate 
any profit from the future sale of such items. The extent of these purchases indicates 
to a considerable degree the success of the management in the practical handling of 
its investment policies. 


Diversification 

Diversification within each trust and within the department is studied to deter- 
mine investment conditions which may exert an unfavorable influence upon either 
the account or the department. In jurisdictions in which statute or case law has 
established a legal basis for diversification, such precedent is used to measure the 
ability of the trust management, but in the usual jurisdiction the examiner adopts 


%® RESTATEMENT, TRUSTS, §170. 
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the general basis that any trust in which a single investment exceeds 20% of the total 
fund should be checked carefully.17 Unless the concentration is permitted expressly 
or required by the governing instrument, the case is called to the attention of the 
management and appropriate suggestions are made. Each bank is encouraged to 
secure a balanced diversification of each account by means of investments diversified 
as to type, geographical location, industrial distribution and properly staggered 
maturities, taking into consideration the purpose of the trust, the amount of the 
trust estate and the financial and industrial conditions which exist at the time the 
investments are made.'® 

It should be noted that in many trust departments there frequently is a tendency, 
natural yet not entirely desirable, toward becoming overloaded with stock of the 
outstanding local enterprise. Trustors, beneficiaries and trust investment officials 
may be correct in their contentions that such stocks are more desirable for certain 
trusts than government bonds but the concentration increases the risks of losing 
regularity of income and possibly of principal value in case of declining industrial 
activity or changes in the buying habits which affect the demand for particular 
products. One of the types of concentrations most difficult to control is found in 
those cities in which a single concern has achieved noteworthy success on a national 
scale. In a similar manner, the securities of local concerns raise like problems in 
practically every city of any size in the United States. It requires real effort to avoid 
undesirable concentrations in stocks of outstanding enterprises, but it is the ex- 
aminer’s duty to remind the management of the dangers involved when a trust 
department becomes predominantly dependent upon a single security. 


FLexisLE EXAMINATION PROGRAM 


The examination program is flexible and designed to permit reflection of the cur- 
rent investment attitude of the courts as exemplified in current decisions. Examiners 
are encouraged to study these decisions and acquaint banks under examination with 
their implications. If a ruling represents a marked change or appears to indicate 
that a major influence will be exerted on investment policies and procedure in the 
trust department, the examiner suggests that the bank consult its counsel for guid- 
ance. It is difficult to draw conclusions as to the standards used in evaluating port- 
folios as they vary from state to state, but the conservative and generally accepted 
standards of trust investments are followed by examiners without exception. 

The program of examination provides for the correction of exceptions during the 
examination if possible and the discussion of doubtful policies or procedures with 
the officer or committee in charge of the division and responsible for the administra- 
tion in question. Doubtful policies or procedures are recorded in the written report 
of the examination for the attention of the directors and appropriate suggestions are 
made for remedial measures. After the report has been filed, matters of importance 


Inv. Stat. (Baldwin, 1934) §7909 (10%); Wis. Srat. (1931) §231.32(2) (from 20 to 50%); 
Dickinson, Appellant, 152 Mass. 184, 25 N. E. 99 (1889). 
8 RESTATEMENT, TRUSTS, §228. 
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usually are taken up by correspondence with the board of directors through the 
president. 

One interesting phase of the examination is worthy of note. Numerous institu- 
tions have permitted the tax status of mortgages to become definitely unsatisfactory 
before taking any action to discontinue income payments in order to apply income 
funds from these mortgages to preserve the lien position of the trust estate. The 
same institutions have failed to analyze the income capacities of individual parcels 
of real estate received in kind or through foreclosure. The examination program 
has stressed the necessity of preserving the lien status on, mortgages and of knowing 
the income results on real estate. Considerable progress has been made in controlling 
tax arrears. The departments in which modern systems of checking taxes have been 
installed are achieving satisfactory results in preventing the accumulation of large 
arrearages. It is now necessary to devote more attention to the income-producing 
propensities of individual properties as a guide in determining values and establish- 
ing sales prices. Many of these properties have been permitted to continue in the 
wasting or non-productive class without definite program.'® 

Trust examination procedure also has adopted a long range viewpoint. Although 
considerable improvement has been noted in the quality of assets and the earning 
ability of trusts in many institutions, the greatest improvement has taken place in 
the policies and procedure of the trust department in its handling of trust invest- 
ments. Market conditions have not been propitious for immediate or wholesale 
exchange of investments held in accounts which are not ideally constituted at present. 
Such alterations must come naturally and at times when the trust corpus will not 
suffer a material depletion due to poor market conditions. A gradual shift in trust 
portfolios from unwisely-chosen investments into investments more nearly adapted 
to the terms and conditions of the individual account is far more desirable than 
sudden reformation. The program of trust examination has recognized this feature 
and has concentrated on the establishment of sound policies and procedure in each 
department. Now that these policies and procedures have received general adoption, 
more attention may be devoted to individual accounts in the future with stress being 
laid on the selection of investments adapted to each account. 

Trust departments can render real assistance in this program of examination. 
Prompt adoption of the essential records and forms suggested in this article will 
provide assistance to the examiner in securing his information quickly, as well as 
equip the department with forms which assure good results in handling investments. 
The consolidation of all data relating to the investment of funds in each individual 
account into an investment folder expedites and improves the handling of individual 
accounts. Analyses of securities, reviews, authorizations and similar items should be 
filed together. Cooperation in maintaining good policies and procedure constitute 
common ground upon which trust departments and trust examiners may work 
together in their efforts to achieve an improved standard of results in the investment 
of trust funds administered by corporate trustees. 


® Id. §§240-242. 











TRUSTEE’S INSURANCE PROTECTION AGAINST 
SURCHARGE FOR INVESTMENT LOSSES 


S. A. CoykEnDALL, Jr.* 


It must be apparent to all that the conduct of a fiduciary business involves the 
necessity of accepting the dictates of business and economic trends, not to mention 
the changing status of the law. It was at one time generally felt that waivers and 
disclaimers of liability would relieve fiduciaries of all liability except for gross 
negligence and bad faith. This, however, is no longer the rule of conduct. The trend 
is for both the statutes and the cases to ignore the existence of exculpatory clauses and 
to hold corporate fiduciaries strictly accountable for errors both of fact and of law 
and to impose upon them as a class a stricter rule of responsibility than upon indi- 
viduals acting in the same capacities. The very fact that different standards of con- 
duct may be expected of fiduciaries in different circumstances and under varying 
rules of law makes the nature and the extent of their liabilities at all times very un- 
certain. Indeed, these may be said to be impossible of ascertainment until their acts 
have been judicially reviewed in the light of circumstances existing at the time the 
acts were committed. Even though upheld in their conduct fiduciaries may not 
always be able to charge their legal expenses to the estate but may have to absorb 
them in their own expense accounts. 

Where modern business is confronted with serious contingent liabilities, such as 
those with which the corporate fiduciary business is confronted in an ever increasing 
degree, the natural impulse is to look to insurance as a means of protection. Accord- 
ingly, it is pertinent at this time to raise the question whether corporate fiduciaries 
in their capacities as administrators, executors, trustees under wills or personal trust 
agreements, committees for incompetents, guardians and in their various agency 
capacities, should seek to protect themselves by way of insurance against surcharge 
or other claims. This is one of the questions for individual banks and trust com- 
panies to decide for themselves, and if their decision is in the affirmative to direct 
their efforts toward making such protection more generally available than at present. 

Before discussing the present status of such insurance for trustees and its avail- 
ability to corporate fiduciaries in particular, perhaps it would be well to endeavor to 
outline some of the problems to be met by insurance. 


Tue Bases oF SuRCHARGE LIABILITY 
Corporate fiduciaries throughout the country have had in recent years the un- 
pleasant experience of having to deal with surcharge claims and will as time goes on 


*B.S., 1912, New York University; special studies, New York University School of Commerce and 
Fordham University Law School. Vice-President, S. A. Coykendall & Co., New York. Contributor to 
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find themselves faced with more claims for alleged breach of trust in the performance 
of their obligations as fiduciaries. They may also have to answer charges of 
negligence in the performance of mere agency functions as variously conducted. 
Claims made against fiduciaries in their various fiduciary capacities constitute what 
are generally known as surcharge claims and indicate that the trustee has been or 
will be charged in an accounting before a surrogate’s court or in an orphan’s court 
for failure to perform its duties with the skill, prudence and diligence required by 
the statutes or the common law in the jurisdiction in which the fiduciary conducts 
its business. The claimant or claimants may charge breach of trust 

(1) in retaining non-legals, unproductive investments, or speculative property in an 
executor’s or trustee’s account; or in failing to sell securities in time to avoid tax 
penalties; 

(2) in purchasing for a trustee’s account, with or without the consent and approval 
of beneficiaries, investments of a class not permitted by the will or trust deed or 
by the statutes and cases; 

(3) in failing to properly diversify investments; 

(4) in failing to correctly apportion or to make any apportionment at all of stock 
dividends or of arrears of dividends or interest unpaid at the time of sale; 

(5) in failing to correctly apportion the profit or loss resulting from the sale of fore- 
closed real estate, or overpaying life-tenants any income in excess of carrying 
charges while the property is in foreclosure; 

(6) in making overpayments to beneficiaries in any manner; 

(7) in loaning money on mortgages in excess of the legal limits or on security 
which turns out to be other than a first mortgage on improved property; 

(8) in overlooking the existence of statutes affecting the conduct of fiduciaries in 
particular circumstances; 

(9) in failing to seek instructions from the courts when, although veto power may 
actually rest in the hands of a co-trustee or other person, it constitutes gross 
negligence for the trustee not to act; or 

(10) in exceeding the authority given to the fiduciary through improper interpretation 
of the will or trust deed. 


The foregoing are only some of the likely allegations to be brought by the claim- 
ants and do not by any means exhaust the list of possible allegations involving sur- 
charge claims. As a matter of fact, the claimants may even allege “fraud” under the 
theory of tort liability for failure to fulfill the representations which the fiduciary in 
its advertising may have held out with respect to any particular skill or special 
knowledge it may have claimed to possess. 


Present Status oF INsuRANCE AGAINST SURCHARGE LIABILITIES 
Insurance policies as such against surcharge liabilities have not heretofore been 
made available to corporate fiduciaries. Aside from the lack of any previous actuarial 
or statistical experience, which alone constitutes an almost insurmountable difficulty 
from the standpoint of any third party liability insurance business as now conducted 
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in this country, there is at present no specific authority under which domestic insur- 
ance companies can if they are so disposed undertake this new form of insurance. 
It is a strange inconsistency but it is nevertheless a fact that, even though the willing- 
ness to undertake the business may somewhere exist, yet the specific authority is 
lacking to permit insurance companies to underwrite the insurance of surcharge 
liabilities even with the safeguards of the most careful selection of business and the 
use of “deductibles” as a discouragement to careless practices based upon the exist- 
ence of insurance. The defect in existing laws may sooner or later be cured by a 
revision of the insurance laws in the various states whereby casualty and bonding 
companies may be permitted to underwrite third party liability insurance not only 
against injuries to persons and damage to property as at present but against civil 
damage claims of all kinds, including of course claims of the kind under discussion. 
Until such time, however, as specified powers are given, no domestic companies can 
undertake the insurance of surcharge liability claims without at least raising serious 
questions of ultra vires. Nevertheless the trend continues in the direction of holding 
corporate fiduciaries to a stricter rule of responsibility and liability than heretofore, 
and the means should be made available at least to experienced and well-managed 
corporate fiduciaries by which they can, if they wish, protect their stockholders and 
depositors against loss by the purchase of insurance analogous in form to the insur- 
ance now generally carried by accountants and for many years carried by English 
firms of solicitors. Until insurance of this sort is made available generally, the only 
protection obtainable is in the form of service and indemnity contracts which are 
available only to a very limited number of corporate fiduciaries. 


Score oF Proposep INsuRANCE CoNTRACTS 


The underwriting of surcharge liability insurance must of necessity be surrounded 
with adequate safeguards not only to prevent the abuse of the fiduciary relationship 
through undue reliance upon the existence of the insurance but also to avoid cutting 
off the insurance market altogether through the occurrence of the abnormally high 
losses which would otherwise inevitably result. 

Insurance should in any case take the form of errors and omissions insurance— 
not the form of an ordinary third party liability insurance policy in which the in- 
surers agree to take over the defense and pay the judgment or settle the claim regard- 
less of any wanton or reckless conduct on the part of the insured. In this case 
the insurance must of necessity exclude reckless conduct or at least make it impos- 
sible for any fiduciary carrying the insurance to proceed without thought of the 
consequences merely because protected by insurance. Nevertheless, it must protect 
the fiduciary who in good faith unwittingly incurs a claim involving a breach of 
trust. The test of the fiduciary’s ability to recover should be: Does the act complained 
of by, the claimants or self-discovered by the fiduciary constitute a breach of trust 
committed through the failure of the human equation, or through mistake of fact or 
law, or does it result from a conscious and deliberate act or omission to act known in 
advance to constitute a breach of trust according to the will or trust deed and the 
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statutes and the finally adjudicated cases pertaining thereto? There should be no 
question of the right to recover should the act or omission to act constitute an 
unconscious or inadvertent act as distinguished from a conscious or deliberate act as 
aforesaid. 

While there may be some border line cases in which it may be difficult to distin- 
guish between the two, there should not be much difficulty on this score provided 
good faith is shown in the fiduciary’s dealings with its insurers. The record of the 
testimony before the referee in the surrogate’s court having jurisdiction may clearly 
show that the act or acts complained of, even though constituting a breech of trust 
toward the one class or the other making the exceptions, were committed in the 
exercise of the defendant’s sound judgment either without knowledge of the limita- 
tions imposed by the will or trust deed and the statutes and cases pertaining thereto, 
or through an unintentionally wrong interpretation of these documents, or perhaps 
through the doubtful status of the law as laid down by the courts. Otherwise the 
proofs as in any other claim for recovery under an insurance contract must be based 
upon the statements or affidavits of those directly concerned with the act or acts in- 
volved in the claim. If, upon the submission of satisfactory statements and after 
reasonable investigation, it appears that the act or acts were “negligent acts, errors 
or omissions” and not deliberate and conscious acts committed with full knowledge 
of the limitations imposed, then the claim should be recoverable without further 
necessity for submitting proofs of loss. 

In no case, however, can the insurance operate in the ordinary manner of third 
party liability insurance policies wherein the insurers take over the defense and have 
complete control over the litigating policy to be followed. Instead, that control, 
subject to reasonable restrictions upon the right to incur expenses or to make settle- 
ments without the authority of the insurers, should be left strictly in the hands of 
the fiduciary to employ its own counsel and to determine its own course of action 
in the light of circumstances as it deems best for all concerned rather than as the 
insurers deem best for themselves alone. This does not mean putting the insurers 
in the hands of their insureds with complete power to bind them to a course of 
action without the right to be heard, but means merely that the initiative should be 
left to the fiduciary to employ its own attorneys to investigate, defend or negotiate 
for the settlement of any claim provided they at all times cooperate to the fullest 
extent with the insurers’ counsel and give consideration to any opinions expressed by 
them. All reasonable disbursements and fees of the fiduciary’s attorneys incurred in 
connection with the claim should be considered a part of the loss with reference to 
which such fees or disbursements are incurred, and the total should be added to the 
amounts allowed the claimants in the adjudication or settlement, if any is made, 
subject of course to the deductible or first loss as expressed in the contract. In other 
words, the insurer’s liability should be for the claim as a whole; and the claim as a 
whole should include whatever sum is actually paid in settlement and the rea- 
sonable costs and disbursements of the fiduciary incurred with the consent of the 
insurers in connection therewith. This means in the case of a “self-discovery” the 
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amount actually paid in settlement of the particular act or acts self-discovered and 
made good with the consent of the insurers, and, in the case of a breach of trust 
for which the fiduciary is held accountable by some court, the amount which the 
fiduciary is directed to make good to the claimants as a class. This may mean the 
life-tenants as a class or it may mean the remaindermen as a class, depending upon 
whether the accounting is an intermediate accounting or a final accounting and 
whether the claimants are life-tenants or remaindermen. While it is obviously neces- 
sary to place a reasonable limit of time upon the discovery of losses in the event of 
cancellation or non-renewal of this type of insurance, there must be sufficient time 
allowed to permit the fiduciary to account to the courts and so bring about a legal 
review of its acts in the light of the circumstances existing at the time the action was 
taken. Three years should be ample for this purpose because within that time 
executors’ accounts will have been reviewed in an executor’s accounting and trustees’ 
accounts will be subject to at least an intermediate accounting. If the insurance is 
renewed from year to year, or from one term of years to another, the protection 
should be fully continuous from the date of taking out the first contract and thereby 
permit recovery on claims made by remaindermen as well as by life-tenants. 


Wuo Suoutp Be Insurep? 

Insurance of this sort is obviously for the protection of the fiduciary and/or its 
successors in business. It should only be available, however, to corporate fiduciaries 
of experience and reputation. This means that the personnel in direct charge of the 
trust accounts must themselves be equipped by education and training not only to 
inspire personal confidence and to perform their individual duties with sympathetic 
understanding of. the problems of cestuis que trust, but also that they must be well 
informed with regard to the pitfalls ahead of them and their employers through fail- 
ure to use a proper record and check system on all of their fiduciary accounts and 
to maintain the degree of control of assets and of expenditures required in the per- 
formance of their trust. Most important of all they must know the limitations upon 
their authority with respect to the investment and reinvestment of the corpus and 
the rules as laid down with regard to allocation of gain or loss between principal 
and income. They must have competent legal advice in the shape. of their own 
counsel standing either at their elbow or instantly available to support their own 
decisions in advance of their action or to advise them with respect to difficult legal 
situations. They must have the benefits of sound investment counsel either within 
their own organization or employed by them or by their trust estates individually. 
Above all else the institution itself must have length of service and sufficient resources 
to lend evidence of substantiality and to justify the confidence of the insurers in its 


management and per sonnel. 


Wit Insurance Encourace Careess Practices? 
One of the arguments against insurance of this kind is that it will encourage 
laxity on the part of the fiduciary. This, however, is not sound logic. It would be 
extremely unwise for any fiduciary because of the existence of insurance to relax in 











Trustee's INsurANcE Protection AcaInst SURCHARGE 475 


any way its careful attention to the details of trust department operation. This is 
so not only because of the necessary existence of a deductible clause and the aggregate 
limitations upon the liability assumed, but also because good faith requires the same 
observance of the rules of conduct with insurance as it does without insurance. This 
type of insurance can never cover a deliberate and conscious breach of trust, but 
must be limited to the failure of the human equation to function in the manner 
expected or, more particularly, against the uncertainties of the law and the possibilities 
of adverse decisions affecting circumstances adjudicated in the light of previous 
happenings which no reasonable man could possibly have anticipated. 


REACTIONS FROM THE PusLic 


Insurance of this kind should not be used in any advertising or publicity, nor 
should it be referred to in any way by bank officers in their discussions with pros- 
pective clients or with beneficiaries of trusts, Its existence should not be known to 
the rank and file of the fiduciary’s personnel. It is obviously not admissible evidence 
in court and cannot be used by the plaintiffs or their attorneys. In short, it should 
merely be used as banks customarily use their bankers’ blanket bonds and forgery 
insurance, viz., as a means of recovery for losses actually sustained by way of claims 
asserted or by way of self-discovered acts for which honesty alone compels the 
fiduciary to make good without waiting for the claim to be asserted. It should not 
react adversely upon clients or upon cestuis should its existence become known be- 
cause in that case it should be referred to as a contract which prudently-managed 
banks require for the protection of both their stockholders and depositors against 
unreasonable demands and claims by dissatisfied or ill-advised cestuis. Its analogy 
to accountants’ liability and physicians’ and surgeons’ liability insurance should 
invariably be pointed out to inquirers. 


Pustic Poticy 


There can be no serious question about the right to insure against civil damage 
claims of any kind; least of all about the right to protect working capital against 
the unfortunate consequences of litigation, however lacking the grounds for com- 
plaint may be in the final analysis. It is impossible to prevent law suits in our 
country growing out of alleged breaches of trust in the conduct of fiduciary relation- 
ships because there are so many conflicting elements involved in the form of life- 
tenants, remaindermen, and special guardians and because access can be had to the 
courts with little or no expense and with absolutely no requirement with respect to 
the posting of security for costs—either court costs or costs of the opposing side. 
Our own courts are not nearly so strict as the English courts in regard to the posting 
of security for defendant’s costs or so liberal with allowance of costs if successful, and 
accordingly insurance is needed as much to pay the costs of defense as to pay the 
amount allowed the claimants by way of damages for their loss. Dishonest and 
criminal acts should, of course, not be insured but with these exclusions there are no 
possible grounds for saying that insurance of this kind .runs counter to public policy. 
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MORTGAGES 
in portfolios of national banks, 345, of Massachusetts 
trust companies, 345, of roo largest trust institu- 
tions, 345, of 196 selected trusts, 346-347; short- 
age of suitable, for trust investment, 351; changes 
in legal lists affecting, in Ala., 423, Conn., 423, 
Del., 423, Fla., 424, Ind. 424, Neb., 424, N. H., 
424, N. J., 424, N. Y., 425, Ohio, 425, Ore., 425, 
Penna., 425, Tenn., 426, Va., 426; check on, by 
bank examiners, 466, 469. 

MunicipaL OBLIGATIONS 
defects in legal list standards for, 393-395; changes 
in legal lists affecting, 408-410. 





PurcHASING POWER PRESERVATION 
as duty of trustee, questioned, 363-365; possibilities 
for, under “modernized” type of trust, 375. 
Pusiic Utitity SEcuRITIES 
changes in legal lists affecting, in Conn., 415-416, 
Del., 416, Fla., 416-417, Minn., 417, N. H., 417- 
418, N. J., 418, N. Y., 418, Penna., 418, Tenn., 
418-419, Va., 419, Wis., 420. 


RaILRoaD SECURITIES 
suspension of standards for, in New York legal 
list, 349; defects in legal list standards for, 391- 
392; changes in legal lists affecting, in Conn., 410- 
411, Del., 411-412, Fla. 412, N. H., 412-413, 
N. Y., 413, Penna., 413, Tenn., 413-414, Va., 414- 
415, Wis., 415. 

RECONSTRUCTION FinANCE Corp. 
law authorizing investment in issues of, 405. 

RETENTION OF SECURITIES 
model clause authorizing, received from settlors’ 
estate, 378-379; statutory authorization of, 428- 
429. 


SELF-DEALING 
restricted in common trust fund laws, 434-436, 
under Fed. Res. Bd. rules, 448-449; check on, by 
bank examiners, 466, 467. 

Stocks 
in portfolios of national banks, 345, of Massachu- 
setts trust companies, 345, of roo largest trust in- 
stitutions, 345, of 196 selected trusts, 346-347; 
current interest in, for trust investment, 352-3533 
difficulties in, as hedge against inflation, 362; of 
trustee institution checked by bank examiners, 467. 

Successor TRUSTEES 
model clauses governing investment powers of, 
383-384. 

SurcHaArGE LiaBiLiry INSURANCE 
reasons why needed, 470-471; lack of companies 
authorized to write, 471-472; scope of proposed 
contracts for, 472-474; institutions eligible for, 
474; effect of, on trustees’ practices, 474-475; re- 
actions of public to, 475; not contrary to public 
policy, 475. 


TAXATION 
of income under “fixed-income” and similar types 
of trusts, 372-373; exemption of common trust 
funds from, as corporations, 430, 439-440, effect 
of errors in good faith on, 452. 

Trust INstITUTIONS 
lack of adequate data regarding, 339-340; number 
of, 340; capital of, 340; effect of lowered yields on 
income of, 350-351; potential control of enterprise 
by, 353-354; good investment record of, 354; or- 
ganization and routine of, checked by bank ex- 
aminers, 464-465; insurance protection of, against 
surcharge liability, 470-475. 

Trusts 
lack of adequate data regarding, 339-340; number 
of, 341; volume of property in, 341-343; concen- 
tration of, in large centers, 342. 








